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PUBLIC POLICY IN LABOR DISPUTES: THE CRISIS OF 1946 


ORME W. PHELPS 


I. INTRODUCTION 


© DOMESTIC issue exceeds in im- 
portance and no issue, domestic 
or foreign, has received more at- 

tention since the close of World War II 
than that of the proper public policy to 
be observed in labor disputes. It is the 
thesis of this paper that recent public 
policy proposals and suggestions for deal- 
ing with labor disputes are oversimplli- 
fied attacks upon a complex situation, 
with little apparent grasp of the general 
pattern of labor relations in the United 
States.‘ The theory of a single rule or set 
of rules for dealing with all disputes in 
interstate commerce, or within a given 
jurisdiction, is denied by both experience 
and common sense. A successful general 
policy for dealing with labor-manage- 
ment controversies will need to take ac- 


* This is as true of the Smith-Connally (57 Stat. 
163 [1943]), Lea (H.R. 5117 [79th Cong., ad sess.]), 
and Hobbs (H.R. 32 [79th Cong., 2d sess.]) acts, 
Which became law, as it was of the Case Bill (H.R. 
§262 [79th Cong., 2d sess.]) and the Truman pro- 

(H.R. 4908 [79th Cong., 2d sess.], as amended 

the Senate), which failed of passage during 1946. 
| There was one notable exception, the Ball-Burton- 
Hatch Bill (S.R. 1171 [79th Cong., rst sess.]), which 
| Was a serious attempt to apply principles already 
Well established in law and labor-management 
‘Relations. 


count of the fact that there is a variety 
of disputes (by type or cause or basis of 
controversy), occurring in a number of 
industries of greatly disparate impor- 
tance to the economy as a whole and 
that there is available a variety of meth- 
ods of dealing with any particular dis- 
pute. The remarks which follow are de- 
signed to establish a frame of reference 
to assist in the adoption of such a policy. 

It is hardly necessary to present de- 
tailed evidence of a postwar labor crisis 
in the United States during 1946.? The 
immediate causes of the crisis are equally 
apparent. They stemmed from a con- 
juncture of three developments: (1) the 
traditional aggressiveness of organized 
labor in America, (2) the growth of union 
membership during the past decade, and 
(3) the postwar labor shortage. Of the 
three factors listed, the tradition of ag- 
gressiveness is of long standing and is 
fully reciprocated by employers, who 


*See “Postwar Work Stoppages Caused by 
Labor-Management Disputes,” Monthly Labor Re- 
view, LXIII (December, 1946), 873-92. Man-days 
lost during the first ten months of 1946 were 102,- 
525,000, or almost three times the previous high 
figure of 38,025,000 in 1945 (Bureau of Labor 
Statistics Report quoted in the New York Times, 
December 1, 1946). 
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must probably accept responsibility for 
teaching their organized workers the tac- 
tical value of the offensive, with its ad- 
vantages of surprise and speed.’ The 
third influence mentioned—the peace- 
time labor shortage—is something new 
in the experience of many postwar labor 
leaders. A surprise to some, it is regarded 
as, and probably is, impermanent. The 
most important factor is the remarkable 
growth in union membership from just 
under 3,000,000 in 1933,‘ to an estimated 
14,000,000 by 1946.5 

There is little reason to think that this 
350 per cent increase in union member- 
ship in thirteen years is either temporary 
or unnatural, since it represents the cul- 
mination of a growth trend of fifty years’ 
duration. A trend line drawn from the 
point of union membership of 1,100,000 
in 1901,° through the 5,000,000 of 1920,’ 
and extrapolated to 1940 would not have 
been far from the actual recorded mem- 
bership of the latter date. Although it 
seems reasonable to expect some reces- 
sion in union popularity, hence in mem- 
bership, from the high point of 1945-46 
as a natural reaction to the forced growth 
of wartime, a decline to anything re- 
sembling either the numbers or the pro- 
portions of the 1920’s seems highly 
unlikely. It is expressly assumed in this 
paper that union membership can and 
will remain high in the postwar decade. 

The principal new ingredient in the 


3 See, e.g., C. E. Bonnet, Employers’ Associations 
in the United States (New York: Macmillan Co., 
1922); and Violations of Free Speech and Rights of 
Labor, Indusirial Espionage (Senate Rep. No. 46, 
Part III [75th Cong., 2d sess.}). 

4 Leo Wolman, Ebb and Flow in Trade Unionism 
(New York: National Bureau of Economic Research, 
1936), p. 16. 

5 Bureau of Labor Statistics, U.S. Department of 
Labor, quoted in The Management Almanac 1946 
(New York: National! Industrial Conference Board, 
1946), p. 132. 


® Wolman, loc. cit. 7 Ibid. 
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current picture is union coverage and 
control of major industries, particularly 
the basic and mass-production groups. 
According to recent figures, the following 
industries have 80-100 per cent of all 
wage-earners under union agreement.® 


1. Transport.—Airline pilots and mechanics, 
local bus and streetcar, longshoring, mari- 
time, railroads, and trucking 

. Basic metals—Aluminum and steel 

3. Extractive industries—Cement, nonferrous 

metals and products, coal mining, and metal 
mining 

4. Communications.—Newspaper printing and 
publishing, telegraph service and mainte- 
nance 

. Manufacturing.—Agricultural equipment, 
aircraft and parts, automobiles and parts, 
leather tanning, meat packing, rubber 
products, shipbuilding, and building con- 
struction 


nN 


mn 


In addition, there was 60-80 per cent 
coverage in book and job printing, paper 
and pulp manufacturing, petroleum re- 
fining, railroad equipment, machinery 
and machine tools, coal products, electri- 
cal equipment, and steel products. The 
extent of union coverage was matched by 
the security of the coverage: 77 per cent 
of the employees under union contracts 
were in closed or union shops, under 
maintenance-of-membership agreements 
or subject to preferential hiring clauses.’ 


8 Monthly Labor Review, LXII (April, 1946), 568. 


9 Ibid., p. 560. The conditions described were the 
logical outcome of governmental policy extending 
over two decades. Protection of the right to organize 
and to choose representatives for purposes of collec- 
tive bargaining was first guaranteed to employees 
in interstate commerce in the Railway Labor Act of 
1926 (44 Stat. 577). The original statement was: 
“Representatives, for the purposes of this Act, shall 
be designated by the respective parties in such man- 
ner as may be provided in their corporate organiza- 
tion or unincorporated association, or by other 
means of collective action, without interference, 
influence, or coercion exercised by either party over 
the self-organization or designation of representa- 
tives by the other.” The policy was greatly extended 
and strengthened with enactment of the Norris- 
La Guardia Act in 1932 (40 Stat. 70) and the Wag- 
ner Act in 1935 (49 Stat. 449), following invalidation 
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PUBLIC POLICY IN LABOR DISPUTES Ig! 


The preceding list of industries contains 
a number of points of attack from which 
the entire economy can be either slowed 
down or brought to a complete stand- 
still—a major datum for policy-makers 
to consider. 

The primary concern of this study is 
to determine the proper limits of govern- 
mental intervention in labor disputes for 
the purpose of protecting the general 
welfare and to establish criteria by 
means of which the limits are made effec- 
tive in specific cases. This restriction of 
scope means that some major problems 
closely connected with the settlement of 
industrial disputes must be excluded 
from the general discussion because their 
significance calls for more extended 
treatment than would be possible here. 
They are: (1) collective versus individual 
bargaining, (2) industrial policing, and 
(3) union exemption from antitrust stat- 
utes."® It will be necessary, however, to 
disclose certain assumptions with respect 
to them as conditioning the main policy 
problem of labor disputes and the public 
interest. 

The encouragement of collective bar- 
gaining necessarily means the discour- 
agement of individual bargaining, which 
means limiting the individual’s right to 
reject union membership. This is the 
purpose of the National Labor Relations 
Act, the provisions of which are well 





of the National Industrial Recovery Act (48th Stat. 
195 [1933]), section 7a of which had extended the 
guaranties of the Railway Labor Act to all em- 
ployees in interstate commerce. The three statutes— 
Railway Labor, Norris-La Guardia, and Wagner 
acts—stood, at the end of the war, as the federal 
government’s basic peacetime policy in labor 
disputes. 

* There are, of course, numerous issues—e.g., the 
legal status of the collective agreement and the vari- 
ous “fringe” provisions covering welfare funds, union 
political activity, unionization of foremen, em- 
Ployers’ free speech, etc.—of lesser importance, con- 
cerning which legislative support or limitation 
would have only indirect effect upon the general 
problem of work stoppages in industry. 


known. Legislative proposals have in- 
cluded both amendment and outright 
repeal. No issue is more fundamental to 
organized labor, nor is any more explo- 
sive politically. It is expressly assumed 
here that the basic protections against 
employer discrimination now found in 
the act will be retained. 

The major issue in industrial policing 
is picketing versus the injunction. From 
1937 (the date of establishment of con- 
stitutionality) through 1946, the Norris— 
La Guardia Anti-injunction Act prac- 
tically eliminated the restraining order as 
a factor in industrial disputes. One im- 
mediate result was that picketing became 
highly effective and most strikes were 
won. The noticeable features of picketing 
since 1937 have been its quantitative 
character and aggressiveness. The Case 
Bill (1946) would have permitted injunc- 
tions in cases of union violence, and both 
repeal and amendment of the Norris- 
La Guardia Act have been advised. In 
view of the union attitude toward the 
labor injunction, this would also prove a 
highly explosive issue politically. It is 
assumed here that modification of the 
law is possible, perhaps probable, but 
that repeal is unlikely. Unions will prob- 
ably continue to be protected, to some 
degree, by restrictions upon the use of 
injunctions in labor disputes. 

It is probably not too much to say 
that the Eightieth Congress (and subse- 
quent Congresses) will face no domestic 
decision of greater gravity than the ques- 
tion of union responsibility under the 
antitrust laws." In spite of this (perhaps 
because of it), a forthright application to 
labor organizations of the rule against 
combinations in restraint of trade seems 
unlikely. For purposes of analysis in this 


For a slashing frontal attack upon the political 
and economic consequences of the current divorce of 
union power and responsibility see Henry C. Simons, 
“Some Reflections on Syndicalism,” Journal of Po- 
litical Economy, LII (March, 1944), 1-25. 











paper, it is considered very doubtful that 
the more extreme proposals—reinstate- 
ment of unions under the Sherman Act, 
limitation of union size to company 
boundaries,” etc.—will be put into effect. 

The exclusions just noted rest on both 
practical and theoretical grounds. Radi- 
cal action in any or all of these areas 
might well invalidate propositions based 
on the experience of the past decade. 
Here, however, it is expressly assumed 
that such changes will be moderate, leav- 
ing the bargaining situation fundamen- 
tally unchanged, although perhaps modi- 
fied as to the degree of support accorded 
to employees. As a matter of theory the 
exclusions are justified on the grounds 
that a decision either way with respect to 
any of the listed issues would not elimi- 
nate strikes; hence a policy respecting 
labor disputes would still have high 
priority. 


Il. GOVERNMENTAL RESPONSIBILITY AND 
THE ETHICS OF INTERVENTION 


A basic function of government is the 
maintenance of order. Industrial dis- 
putes may, and often do, lead to indus- 
trial warfare (strikes). The theory of gov- 
ernmental intervention in labor disputes 
rests upon the premise that the public 
has a right to interfere because it has a 
paramount interest in the uninterrupted 
operation of the industrial machine." 
The principle to be employed, of course, 
should be that of the public welfare, 
which is the sworn responsibility of the 
public officeholder. For assistance in de- 
termining what the public welfare is in 
the welter of labor-management contro- 
versies, the policy-maker might turn 
with profit to the writings of the great 

%2 Barron’s, November 18, 1946; S.R. 133 (8oth 
Cong., 1st sess.). 


*3 Adapted from J. R. Commons and J. B. 
Andrews, Principles of Labor Legislation (4th rev. 
ed.; New York: Harper & Bros., 1946), pp. 375-76. 
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utilitarian, John Stuart Mill, approxi- 
mately one hundred years ago. 

In Mill’s Essay on Liberty may be 
found, within the space of a few pages, 
both the outstanding ethical argument 
in support of combinations of workers 
and a designation of the proper limits to 
the actions of organized groups in rela- 
tion to society. As to the first of these, 
Mill says: “ From this liberty of each in- 
dividual, follows the liberty, within the 
same limits, of combination among indi- 
viduals; freedom to unite, for any pur- 
pose not involving harm to others: the 
persons combining being supposed to be 
of full age, and not forced or deceived.” 
And in the same section, Mill set up the 
primary standard for the limitation of 
personal freedom, whether exercised 
alone or in combination: ‘‘The sole end 
for which mankind are warranted, indi- 
vidually or collectively, in interfering 
with the liberty of action of any of their 
number, is self-protection . . . . the only 
purpose for which power can be right- 
fully exercised over any member of a 
civilized community, against his will, is 
to prevent harm to others.”** These two 
rules describe clearly a basic social right 
and its corresponding obligation, within 
which the technical details of policy may 
be worked out. 

The right of employees to combine for 
purposes of mutual advantage is, and 
should be, just as secure as the right of 
employers to combine in corporations 
and trade and employers’ associations for 
their mutual advantage. As contracting 
parties, employees and employers may 
be expected to deal with each other “at 
arms’ length” and to deal and refuse to 
deal with only minor concern for the in- 
terests of the other party. However, 

4 John Stuart Mill, Essay on Liberty (“World’s 


Classics” ed.; [London: Oxford University Press}), 
p. 18. 


5 Ibid., pp. 14-15. 
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PUBLIC POLICY IN LABOR DISPUTES 


when the objectives or the methods of 
either party to the negotiation will, if 
realized, impose a burden upon the gen- 
eral public heavier than that borne by 
the parties involved, then society as a 
whole (through its government) is justi- 
fied in exercising “compulsion and con- 
trol” over the individuals or groups con- 
cerned. 

There is certainly a strong case for in- 
tervention where the direct and immedi- 
ate burden of a strike on the general pub- 
lic is greater than it is on the two parties 
to the dispute. Work stoppages in public 
utilities, government, transportation and 
communications, and basic industries, 
such as coal and steel, can be demon- 
strated to be of this character. Likewise, 
there are different types of disputes, 
some of which—such as the dispute over 
recognition—are much more serious and 
more likely to lead to grave consequences 
than are others. Whether or not it “inter- 
venes” in the accepted sense of the term, 
the government will find that most in- 
dustrial disputes raise questions of public 
responsibility, ranging from routine 
policing and provision of mediators to 
arrangement for substitute services and 
general measures for the conservation of 
supplies in cases of major strikes in large 
industries. The answer on intervention 
may be “hands-off,” but the government 
cannot dissociate itself from deciding 
whether or not to take jurisdiction. 


Ill. GOVERNMENTAL AUTHORITY AND 
THE FORMS OF INTERVENTION 


The methods of governmental inter- 
vention already in use are probably ade- 
quate to implement any policy which a 
legislature might choose to adopt with 
regard to industrial disputes. The pos- 
sible range of government action is from 
hands-off to prohibition, and the grada- 
tions between these two extremes may be 
filled in satisfactorily witl devices al- 
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ready well known in industrial relations. 
In descending order of severity, they are: 
(1) prohibition, (2) compulsory arbitra- 
tion, (3) investigation and publicity 
(fact-finding),"© (4) temporary mainte- 
nance of the status quo (cooling-off), (5) 
mediation, conciliation, and voluntary 
arbitration, (6) nonintervention. The 
categories listed are broad and by no 
means precise, nor are they mutually ex- 
clusive. For example, a number of the 
methods are frequently combined, as in 
fact-finding plus cooling-off, mediation 
plus cooling-off, prohibition plus com- 
pulsory arbitration, etc. Nevertheless, 
the terms as used do identify lines of gov- 
ernmental action with which most per- 
sons are familiar and the impact of 
which upon industrial controversies has 
for the most part been tried out. 


PROHIBITION 


Disputes cannot be prohibited, al- 
though work stoppages arising from them 
can. A simple denial of the right to strike 
or to lock out, without supplementary 
provisions for compromising the dis- 
agreement, would be harsh, autocratic, 
and out of character with the existing 
body of labor law. Most discussion of 
the prohibition of strikes runs in terms of 
combination with compulsory arbitra- 
tion, at the option either of one of the 
parties or of a government agency. The 
latter is well within the range of possi- 


‘6 This is really a form of compulsory arbitration 
with sanctions limited to publicity. In this connec- 
tion see W. M. Leiserson, “Public Policy in Labor 
Relations,” American Economic Review, XXXVI 
(May, 1946), p. 345: “Such boards have become 
known as fact-finding boards, but this is a mis- 
nomer. They are really arbitration boards who hear 
the parties, decide the issues, and publish the facts 
to support their decisions, but these are treated as 
recommendations, not awards binding on the 
parties. Pressure of public opinion is relied on to 
secure compliance, a process which makes it essen- 
tial to center public attention on the awards and 
not on the facts, as these might well lead people to 
draw different conclusions from those of the board.” 
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bility and would be unlikely to meet with 
constitutional obstacles based on the 
Thirteenth Amendment,’’ protests of 
labor leaders to the contrary notwith- 
standing. Denial of the right to strike 
could be made absolute without limiting 
the freedom of individuals as individuals 
to quit their employment. The position 
taken by organized labor and at times 
apparently supported by the National 
Labor Relations Board should be re- 
membered: The man legally on strike 
has not given up his job, and the em- 
ployer hires a replacement at his peril. 
Should occasion arise, outright prohibi- 
tion of work stoppages might be expected 
with respect to the armed services, police, 
firemen, and other vital governmental 
employments. Even in these cases, how- 
ever, there are strong grounds for argu- 
ing that prohibition should be combined 
with ancillary media for adjusting dis- 
putes. 


COMPULSORY ARBITRATION 


Compulsory arbitration has long been 
the béte noire of both organized labor 
and management. There can be no doubt 
about the opposition of union and man- 
agement groups considered broadly rep- 
resentative of their constituencies. An 
example of unanimity in this respect was 
reported in the CIO News for December 
24, 1946, which contained a “warning 
that compulsory arbitration or ‘super 
machinery’ for disposition of labor- 
employer disputes ‘may frustrate rather 
than foster industrial peace.’ ” The warn- 
ing was issued by an eight-man advisory 
committee to the United States Concilia- 
tion Service, composed of four members 
chosen by the C.I.0. and the A.F. of L. 
and four chosen by the United States 
Chamber of Commerce and the National 

"7 Prohibition of slavery or involuntary servi- 


tude, except as punishment for crime (see below, 
Doughty, n. 27, and Slichter, n. 25, on this). 


Association of Manufacturers.** The case 
against compulsory adjudication of in- 
dustrial disputes is also buttressed by 
the opposition of an impressive list of 
qualified students of the problem, some 
of whom have had extensive experience 
in labor affairs. An extreme example of 
adherence to the principle of voluntar- 
ism by members of this group is a “Letter 
to the Times,’’’? supporting the establish- 
ment of a five-man Federal Mediation 
Board with limited powers *° and reject- 
ing the Case Bill. The letter was signed 
by thirty-two economists, political sci- 
entists, and other educators. Its thesis 
was as follows: 


We urge that free collective bargaining is the 
ultimate basis upon which sound labor relations 
must be built..... Government intervention 
can destroy the process of free collective bar- 
gaining if it takes the form of a declaration to 
American workers that they are not free to 
take strike action even if the prohibition is 
ostensibly for a limited period of time..... 
Great as may be the inconvenience to the American 
public in any given strike action, far greater is its 
direct impact on the union workers who by their 
voluntary action cut off their earnings in a joint 
effort to improve their working conditions.” 


*8 Committee members were: Clinton S. Golden 
and Richard T. Leonard (C.1.0.), Frank P. Fenton 
and Boris Shishkin (A.F. of L.), and V. P. Ahearn, 
Louis Ruthenburg, C. O. Skinner, and H. W. Stein- 
kraus (representing industry). The essence of the 
committee’s position was that “it believes free col- 
lective bargaining can work and that government’s 
role in negotiations should be limited to voluntary 
mediation through the U.S. Conciliation Service. 
To supplement the work of conciliators, the com- 
mittee recommended” panels of conciliators, tri- 
partite arbitration on a voluntary basis, and 
emergency fact-finding boards. 


19 New York Times, May 26, 1946. 


20 H.R. 4908 (79th Cong., 2d sess.), as amended 
by the Senate. 


*t Italics supplied. The timing of the communica- 
tion may have been unfortunate. It was dated May 
20, 1946, three days before the railroad strike which 
paralyzed the country for 48 hours. The signers were, 
Lee M. Brooks, Emily Brown, Elizabeth Baker, 
Frank Carlton, Warren B. Catlin, Harry J. Carman, 
Nathaniel Cantor, J. M. Coleman, Merle Curti, 
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Other writers have been equally positive 
about the subject.” 

However, there are dissenters, and, 
while not so numerous, they are equally 
experienced and influential. Our only 
living former President has admitted 
to conversion. Mr. Hoover says: “I have 
always opposed compulsory arbitration 
as a limitation on the right to strike, but 
that right has now been carried to ex- 
tremes.”*3 In adopting this judgment, he 
was seconding the position of Donald R. 
Richberg, who has been the most per- 
suasive exponent of the need for com- 
pulsory determination of labor-manage- 
ment differences. Mr. Richberg argues: 


“Compulsory arbitration” has become an 
evil phrase. It is supposed to be enough to prove 
the iniquity of any proposal for the peaceful 
settlement of labor disputes to charge that it is 
“compulsory arbitration”! Yet the country is 
blanketed with federal and state courts and 
commissions ruling every day upon the most 
intimate, extensive, and important rights and 
duties of millions of people, whose disputes they 
compulsorily arbitrate They decide what 
the relations ought to be between parents and 
children, husband and wife, corporation man- 
agers and investors, manufacturers or sellers 


Dorothy Douglas, H. M. Fife, L. J. Gordon, W. 
Brooke Graves, George H. Groat (sic), Alice Hamil- 
ton, Marion Hathway (sic), H. Gordon Hayes, 
Malcolm Keir, D. O. Kinsman, W. Roland Maddox, 
Mabel Magee, Glady’s (sic) Palmer, Selig Pearlman, 
Paul S. Pierce, Frank C. Pierson, G. Herman 
Prichett (sic), Melvin J. Segal, A. G. Taylor, 
Ralph E. Tower, T. W. Van Matre, Theresa Wolf- 
son, and C. E. Warne. 


=Cf. S. T. Williamson and Herbert Harris, 
Trends in Collective Bargaining (New York: Twen- 
tieth Century Fund, 1945), p. 55; and Lloyd K. Gar- 
tison, “Program for a Lasting Labor Peace,” New 
York Times Magazine, August 25, 1946, wherein he 
concludes: ‘‘We must put our chips on the capacity 
of employers and unions to agree on terms of em- 
ployment, and to formulate over-all principles and 
procedures governing that process. ‘Ve can do much 
to help such a program along. But we cannot com- 
pel it.” See also Herbert R. Northrup, “A Critique 
of Pending Labor Legislation,” Political Science 
Quarterly, LXI (June, 1946), 205. 


% “The Right To Strike,” This Week Magazine, 
Chicago Daily News, December 28, 1946. 
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.... and the public. . . . utility companies and 
the consumers. What an extraordinary idea it is 
that practically every disagreement that is 
possible between human beings can be settled 
by compulsory action of the state, except a 
disagreement called a labor dispute.*4 


Still more recently, Professor Sumner 
H. Slichter of Harvard, a recognized au- 
thority on labor questions, has indorsed 
special governmental emergency powers 
“for dealing with strikes which imperil 
the public health, public safety, or the 
general welfare,” plus conciliation and 
voluntary arbitration and, in the event 
of refusal of the latter, compulsory ad- 
judication for a limited period of time. 
Six months is suggested as “a good 
period—it is short enough not to be 
onerous to either party and it is long 
enough to give the parties an opportun- 
ity to negotiate a lasting settlement of 
their own.””*S There is no provision for the 
dispute which remains unresolved at the 
end of the six-month period, like the soft- 
coal problem of 1946. Presumably, the 
government could and would declare 
another emergency which would bring 
with it another award and another 
period of waiting. 

While the award of emergency powers 
to the government is a desirable supple- 
ment to other forms of intervention on 
grounds of flexibility and preparedness, 
the important place assigned to it by 
Professor Slichter conflicts with one of 
the fundamental premises of this analysis 
—that policy should be laid down in the 
form of definite rules by legislators and 
should not be left to the decision of indi- 

*4In his explanation of the origins of “The Pro- 
posed Federal Industrial Relations Act’’ (Ball-Bur- 
ton-Hatch Bill), of which he was admittedly the 
principal author (Political Science Quarterly, LXI 
[June, 1946], 202-3). 

*s “To End Strikes in Essential Industries,” New 
York Times Magazine, January 12, 1947. This pro- 
posal is similar to the provision contained in the 


Ball-Burton-Hatch Bill for temporary compulsory 
arbitration (see also below, n. 56). 
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viduals temporarily in office, except as to 
limited and clearly defined areas of ap- 
plication. To put it another way, no 
group should be permitted to retain, even 
nominally, the power to create a govern- 
mental emergency at will. Such powers 
should be limited and the limitations ex- 
pressed clearly in statute law. 

There are others, representative of 
industry, labor, and government, who 
might be quoted in favor of compulsory 
adjudication, but it will be more worth 
while to turn to the issues involved. They 
rest largely upon the meaning imputed 
to the following terms: “the right to 
strike” and “free collective bargaining.” 
The first of these has been questioned 
most bluntly in a statement attributed 
to Charles E. Wilson, president of the 
General Electric Company: 

The time has come when we must, not as 
business men but as citizens, examine and define 
that word “strike.” It has been said for a long 
time that nothing must deprive labor of the 
right to strike. But if today we mean by “strike” 
such a situation as the Pittsburgh power strike, 
the maritime strikes, the New York tugboat and 
truckmen’s strikes, and the threatened strikes of 
transportation workers, then labor has no such 
right, any more than any group has a right to 
starve, endanger, or destroy the society of 
which it is a part.” 


In a “Letter to the Times,” William 
Howard Doughty, Jr., provides an 
equally blunt definition: 


Organized labor maintains that the “right 
to strike” is sacred and inviolable, and that to 
place any ban upon resort to it or to substitute 
for it compulsory arbitration would reduce 
“labor” (note that they say “labor,” not organ- 
ized labor) to a state of involuntary servitude, 
in violation of the Thirteenth Amendment to 
the Constitution. 

Neither of these assertions is true. There is 
no unqualified “right to strike,” any more than 
there is an unqualified right to freedom of 
speech or freedom of assembly or freedom of 


* Quoted in advertisement of the Bank of New 
York (New Yorker, November g, 1946, p. 15). 


contract. We have laws against libel and sedi- 
tion; laws against assemblies threatening the 
public peace and tranquility ... . laws against 
contracts or combinations in restraint of .... 
commerce, and, finally, laws against con- 
spiracies, the very essence of which is a con- 
tract. 

Since no strike ever occurs except as the re- 
sult of an agreement among those participating 
in it, and since strikes in certain activities un- 
deniably work an injury to the public, they 
come exactly within the definition. The worthi- 
ness of the motives prompting resort to them is 
immaterial. The intent, knowingly to agree to 
do that which can not but work incalculable 
injury to millions of people, is all that should be 
considered.?7 


The second question concerns the con- 
tent of the phrase, “free collective bar- 
gaining.” Does “free”’ collective bargain- 
ing include the privilege of refusal to 
deal? At present the privilege is exercised 
extensively by unions through the strike, 
although the reciprocal privilege of the 
lockout is largely denied to employers 
through the definition of unfair labor 
practices by the National Labor Rela- 
tions Board and its protection of the job 
rights of strikers. If both parties or 
either party enjoys the right of refusal to 
deal, may not a perfectly honest and 
legitimate stalemate occur in an attempt 
to compromise wage or other demands?” 
Should this stalemate arise in a public 
utility or a basic industry, what exactly 
is the meaning of “free collective bar- 
gaining,” to which thirty-two social sci- 
entists say we must pin our faith? The 
only possible answer seems to be the limit 
of public endurance. As one labor lawyer 
has put it, in denouncing proposals to 
limit the right of utility workers to 
strike: “Injury to the public, while re- 
grettable, is as much a necessary by- 


%7 New York Times, September 22, 1946. 


** The equally possible case of lack of good faith 
on one or both sides is omitted in order to simplify 
the discussion. 
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product in industrial warfare as it is in 
wars among nations.’’® 

Limitation of the right to strike 
through compulsory arbitration may or 
may not be the answer with respect to 
work stoppages which endanger the pub- 
lic welfare, but if the conclusion should 
be in the affirmative, the problem of 
method would merely be opened up. 
Compulsory adjudication may be uni- 
lateral or bilateral; at the option of the 
parties or of the government; exercised 
by one-party, two-party, or tripartite 
panels; subject to court review or outside 
the jurisdiction of the judiciary; and with 
a variety of sanctions ranging from fact- 
finding and publicity through loss of 
statutory protection to criminal indict- 
ment for conspiracy. In this respect, as 
in the case of the major procedural re- 
quirements, policy-makers would have 
the problem of matching the sanction to 
the gravity of the violation. Investiga- 


tion and publicity (fact-finding) is a form 
of compulsory arbitration, with limited 
sanctions, at the option of a government 
agency. The comments in the preceding 
section therefore apply. It is customarily 
combined with delay, which is a form of 
procedural requirement in its own right. 


TEMPORARY MAINTENANCE OF THE 
STATUS QUO (COOLING-OFF) 


Delay, through the prescribed main- 
tenance of the status quo for longer or 
shorter periods, is a limitation upon the 
right to strike or to lock out, but no one 
should be misled as to its efficiency. The 
War Labor Disputes Act** merely em- 
phasized, by aggravation, the usefulness 
of the preliminary announcement, the 
strike vote, and the presentation of de- 
mands, for purposes of union strategy and 
morale. As Miss Perkins has pointed out, 


* Henry Mayer, in the New York Times, October 
27, 1946. 


#® The Smith-Connally Act (57 Stat. 163 [1943]). 
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a “cooling-off” period may, in fact, be- 
come a “heating-up” period.* The war 
of nerves in the railroad strike of 1946, 
which was accomplished with meticulous 
legality after two 30-day cooling-off pe- 
riods had elapsed as required by the 
Railway Labor Act, was equaled in ten- 
sion by the passage of time leading up to 
the coal strike in November of the same 
year. The theory of delay, which is based 
upon the premise that surprise is a neces- 
sary element of a successful strike, is 
much less valid since the organization 
strike (for recognition) has been super- 
seded by legal procedures under the 
Wagner Act. A strike, like war, is “a con- 
tinuation of political intercourse with an 
admixture of other means.’’* In the bar- 
gaining process, a threat of strike may 
be as effective as an actual walkout. 
Nonetheless, a waiting period is a form 
of intervention and introduces an ele- 
ment of order into the economic warfare 
between the parties by requiring advance 
notice and thus encouraging negotiation. 
It is probably most useful as a signal for 
the beginning of efforts toward medi- 
ation. 
MEDIATION, CONCILIATION,3 AND 
VOLUNTARY ARBITRATION 

Whether combined with cooling-off pe- 

riods or not, mediation (or conciliation) 


3: Frances Perkins, The Roosevelt I Knew (New 
York: Viking Press, 1946), p. 374. 

3% Karl von Clausewitz, On War (“Modern 
Library” ed. [1943]), p. 596. 

33In recent years the terms “mediation” and 
“conciliation” have by usage tended to become 
synonymous, and they are so used in this paper. 
Conciliation in the original sense, referring to ad- 
justments worked out by the parties to the dispute 
without third-party assistance, would obviously be 
difficult to incorporate into a governmental pre- 
scription. Its usual form is a requirement that the 
disputants proceed through a given series of steps 
before being granted access to the services of a re- 
quired agency, as in the handling of grievances 
under the Railway Labor Act before submission to 
the National Railroad Adjustment Board. 
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consists of the good offices of a third 
party; and where this is a government 
agent, there is an element of supervision 
and checking up of bona fides. Because 
it is unspectacular and carried on to best 
advantage without publicity, the really 
exceptional accomplishments of media- 
tion are frequently overlooked.*4 Of most 
lasting value, and regarded with most 
favor by conciliators themselves, are the 
cases in which there are no subsequent 
calls for assistance, the instruction in the 
art of negotiation and compromise being 
sufficiently well learned to enable the 
parties to arrive at future agreements 
unaided. Any general policy of “encour- 
aging the practice and procedure of col- 
lective bargaining” should be accompa- 
nied by extensive facilities for mediation. 
It should be regarded as the minimum 
form of active intervention and the first 
step in any situation in which the govern- 
ment takes jurisdiction. 

Nevertheless, the limitations of concil- 
iation must be recognized. There are dis- 
putes, in which both parties are sincere, 
that cannot be mediated and in which 
the parties will not submit to voluntary 
arbitration. This was the case in many 
disputes over recognition prior to the 
passage of the National Labor Relations 
Act. It can just as well be true of dis- 
putes over terms of agreements, inter- 
pretation of agreements, and competing 
union jurisdiction in all types of indus- 
try, including those affected with a pub- 
lic interest, as was amply demonstrated 
during 1946. Should such disputes in 
every case be fought to a decision by the 
parties? And what of those controversies 
wherein good faith is lacking on one or 
both sides? If a distinction is to be made, 
how and by whom will sincerity be de- 


34See the regular reports of the United States 
Conciliation Service in the Monthly Labor Review. 
The figures recorded there come to an impressive 
total, even with generous allowance for imprecision 


and padding. 


termined? Should the public endurance 
be the universal test? Both logic and 
common sense point to other conclusions. 


NONINTERVENTION 


Hands-off is itself a policy choice and 
a method of procedure. It is currently in 
low favor with the federal government, 
being in effect in no area under the juris- 
diction of Congress, since all industries 
in interstate commerce have access to 
mediation through the Conciliation Serv- 
ice of the Department of Labor, either at 
their own request or upon the initiative 
of the Service or some other government 
agency. With the tremendous expansion 
of mediation facilities envisioned by pro- 
posals during 1946, it grows less and less 
likely that any type of dispute in any re- 
mote corner of interstate commerce will 
escape the notice of a federal body. If we 
are to “put our chips on the capacity of 
employers and unions to agree on terms 
of employment,” it might be desirable to 
fence off certain sections of economic ac- 
tivity wherein labor-management dis- 
putes (other than unfair labor practices) 
may not be referred to any government 
agency but are the sole responsibility of 
the parties. Failure to do so seems to im- 
ply a lack of confidence in “free collec- 
tive bargaining” so deep-seated that the 
term might as well be discarded as a 
premise from which to work in shaping 
policy. 

The implications of this paper point 
toward further intervention in labor- 
management affairs by government in 
several important areas. At the same 
time, it is suggested emphatically that 
large segments of industrial activity 
might get along very well with no super- 
vision of employer-employee relations 
and that Congress could try the experi- 
ment of excluding such areas from the 

38Garrison “Program for a Lasting Labor 
Peace,” op. cit. 
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jurisdiction of federal mediators as well 
as other types of intervenors, looking 
toward the day when industrial relations 
would be the practical working responsi- 
bility and experience of both manage- 
ment and labor. The process might be 
hastened by removal of government 
supervision. 


IV. THE CLASSIFICATION OF DISPUTES 
BY TYPE 


The problem of public policy in labor 
disputes is three-dimensional. Its solu- 
tion will be facilitated by a two-way 
classification of controversies by type 
and industry and by a matching classifi- 
cation of procedural requirements, adapt- 
ed to the probable severity of the dis- 
putes under consideration. This country 
has had sufficient experience with indus- 
trial controversies to enable its policy- 
makers to arrive at reasonable classifica- 
tions and to establish the method of dis- 
pute settlement in each case with some 
anticipation of a successful conclusion. 
The oldest law regulating industrial rela- 
tions on the federal level, the Railway 
Labor Act,*®* has been successful because 
it contained a distinct three-way classi- 
fication of disputes, with suitable ar- 
rangements for each class, while the 
jurisdiction of the statute—land, water, 
and air transport—was in itself an indus- 
trial segregation which clarified the is- 
sues, diminished the chances of confu- 
sion, and permitted those writing the 
law to concentrate on the institutional 
peculiarities of the industry. The provi- 
sions of the Railway Labor Act are not 
appropriate to all industry, and it would 
therefore be undesirable to attempt to 
extend the law to general coverage of in- 
terstate commerce. However, the prin- 
ciples of the act are a proper basis for 


¥ 44 Stat. 577 (1926), as amended, 48 Stat. 1185 
(1934), 48 Stat. 1189 (1936). 
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general statutory determination, if it is 
borne in mind that institutional factors, 
such as occupational and employment 
stability and maturity of collective bar- 
gaining relationships, are important de- 
terminants in each case. 

The two principles most clearly dem- 
onstrated in the Railway Labor Act are 
(1) classification and (2) priority. The 
actual content of the classifications and 
the specific rank orders of importance 
decided upon are of less significance than 
the fact of agreement upon the allocation 
of disputes to classes distinguished from 
one another by definition and by pre- 
scribed methods of handling.*7 No ex- 
tensive acquaintance with industrial re- 
lations in the United States is required 
for the discovery that labor-manage- 
ment intercourse has in practice been 
grouped around a few principal classes of 
disputes and that typical methods of 
dealing with each have received wide- 
spread adoption. A suggested classifica- 
tion of disputes by type is as follows: (1) 
disputes over recognition, (2) disputes 
over terms of agreements, (3) disputes 
over the interpretation of agreements, 
and (4) jurisdictional disputes.** 


37 The Ball-Burton-Hatch Bill, presented to the 
Seventy-ninth Congress in 1945 but never brought 
to a vote, incorporated these features. Entitled the 
“Federal Labor Relations Act,” it was patterned 
closely upon the Railway Labor Act, with inclusion 
of an extended list of unfair labor practices. 


38 There are other kinds of work stoppages which 
might be included, as, for example, “sympathetic 
strikes”; but these are the main groupings and will 
be sufficient to illustrate the principle. This classi- 
fication is similar to that found in the Railway Labor 
Act and in the Ball-Burton-Hatch Bill, except that 
the third class in the latter bill—disputes over inter- 
pretation—included disciplinary cases, whether or 
not arising under the agreement, and the fourth class 
in the bill was a catch-all, “controversies not in- 
cluded in any of the preceding classes.” There is no 
provision for jurisdictional disputes as such in the 
Railway Labor Act. In practice, many of the awards 
of the National Railroad Adjustment Board, the 
agency for arbitration under the act, arise from 
jurisdictional controversies. 
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DISPUTES OVER RECOGNITION 


Disputes over the recognition of un- 
ions by management have long been rec- 
ognized as the type of labor controversy 
most likely to lead to extreme measures. 
The union’s demand for recognition— 
from the Homestead strike (and earlier) 
to the Republic Steel massacre of 1937— 
was a life-and-death affair; if refused, the 
union was extinct for all practical pur- 
poses. The union regarded its request for 
recognition as not subject to compromise 
and as unarbitrable. In many cases the 
employer was equally opposed on 
grounds of principle, and the resulting 
struggles have at times approximated 
local civil war. The Railway Labor Act 
outlawed the dispute over recognition in 
that industry in 1926, and the prohibition 
was extended to interstate commerce 
generally through section 7a of the Na- 
tional Industrial Recovery Act and even- 
tually through the National Labor Rela- 
tions Act. By 1945 the unfair labor prac- 
tice cases filed with the National Labor 
Relations Board had fallen to 25 per cent 
of total claims as compared with 81 per 
cent in 1936, 71 per cent in 1937, and 66 
per cent in 1939.°® Hence, Chairman 
Herzog could say with accuracy that 
“the basic purposes of the act are being 
achieved. It was passed with a limited 
purpose, to reduce or eliminate that part 
of industrial strife which had previously 
resulted from many employers’ denial of 
their employes’ right to organize and 
bargain collectively through freely chos- 
es representatives.”*° 


DISPUTES OVER TERMS OF AGREEMENTS 


Next in importance to disputes over 
recognition come controversies over the 
terms of collective agreements. These are 
the essence of the collective bargaining 

39 Monthly Labor Review, LXIII (August, 1946), 
223. 

4° New York Times, May 26, 1946. 


process, in which employees or employers 
present their “demands” for changes in 
pay, hours, and working conditions, upon 
the termination of the existing contract. 
The issues at such times are important, 
but they are primarily economic, and the 
two sides are usually in contact for pur- 
poses of negotiation. Violence in connec- 
tion with this type of dispute is custom- 
arily incidental. There are strong dif- 
ferences of opinion as to the part which 
government should play in disputes over 
contract terms. In general, spokesmen 
for both management and organized la- 
bor have opposed any form of compul- 
sion or outside (third-party) settlement 
of contract differences. They are exceed- 
ed somewhat in their position by such 
authorities as William M. Leiserson, who 
recommends mediation, invitation to vol- 
untary arbitration, declaration of an 
emergency, appointment of a fact-finding 
commission, and, throughout, the main- 
tenance of the status quo.” In fact, Leis- 
erson’s recommendations are exactly the 
provisions of the Railway Labor Act, ex- 
tended to industry as a whole.# 

It seems unlikely that any single pro- 
vision or set of provisions for the settle- 
ment of disputes over the terms of agree- 
ments will be appropriate or useful in all 
types of industry in interstate commerce. 
The range of differences is so great—in 
size, location, type of establishment, ma- 
turity of union-management relation- 
ships, extent and type of union coverage, 


4* “Public Policy in Labor Relations,” op. cit., pp. 
344-45. 

42 Mr. Leiserson was a member of the National 
Mediation Board, under the Railway Labor Act, 
for a number of years. The Ball-Burton-Hatch Bill 
set up almost identical procedural requirements but 
went one step further and empowered the Federal 
Labor Relations Board to require compulsory arbi- 
tration as a temporary measure when it found that 
severe hardship was threatened as a result of an 
interruption of a public utility or of the provision 
of any other service or commodity essential to the 
community. 
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importance of the service rendered, and 
employment stability—that the ap- 
proach should be at least in terms of 
groups of industries. A work stoppage 
over the terms of an agreement in the 
men’s clothing industry as a whole, for 
example, might well be fought out by the 
parties to the dispute with less burden on 
the public than would be caused by the 
shutdown of a single interstate power 
plant. It seems reasonable to assume that 
a different approach would be appropri- 
ate in the two cases. 


DISPUTES OVER THE INTERPRETATION 
OF AGREEMENTS 


These disputes are frequently called 
“grievances.” As explained in “Griev- 
ance Procedure under Collective Bar- 
gaining”’: 


In the day-to-day working relations of 
employer and workers, problems are bound to 
arise in administering the agreement or apply- 
ing its terms to particular situations 
gaps must be filled in and the ambiguous clauses 
clarified and interpreted before the formal rela- 
tionship can have practical meaning. In addi- 
tion, the complaints or grievances of individual 
workers must be adjusted. 


Grievances are by far the most numer- 
ous of all industrial disputes and are con- 
sidered by many to be the point at which 
industrial relations break down. On the 
other hand, the individual dispute is al- 
most always of minor concern compared 
with a change in the working rules or the 
question of recognition. The principle is 
widely recognized that in grievance pro- 
cedure a prompt decision is more impor- 
tant than whether the decision is right or 
wrong. As a result, arbitration is fre- 


*’ Monthly Labor Review, LXIII (August, 1946), 
177. There is general agreement as to the nature of 
Srievances (see, e.g., the definition of management 
representatives in L. H. Hill and C. R. Hook, Jr., 
Management at the Bargaining Table [New York: 
— Book Co., Inc., 1945], pp. 78, 81, 82, 

3). 


quently resorted to.** However, there are 
many who agree with Alfred P. Sloan, 
Jr., of General Motors Corporation, who 
is reported as saying: “I am unalterably 
opposed to arbitration or anything of 
that kind in any form, under any condi- 
tions It can only lead to a regi- 
mented economy.”’* 

The Railway Labor Act segregates 
disputes over interpretation and estab- 
lishes a special body, the National Rail- 
road Adjustment Board, to adjudicate 
them. Arbitration is compulsory in fact 
upon the option of either party, and the 
final award is legally binding upon both 
sides.“ With respect to this type of dis- 
pute, also, the character of the industry 
seems an influential factor in the deter- 
mination of the proper extent of govern- 
ment intervention. While common sense 
appears to support the use of arbitra- 
tion, there may be areas in which labor 
and management should arrive at such 
agreements on their own, and, if neces- 
sary, through conflict, if the inconven- 
ience to the general public is slight. This 
would comply with the general principle 
that the government should enter no dis- 
pute, even by invitation, that it can pos- 
sibly stay out of.47 The criterion for gov- 

44H. W. Metz reports that “over so per cent of 
the trade agreements on file with the Conciliation 
Service contain clauses providing for the arbitration 
of all disputes arising under them, and about 17 per 
cent of these agreements provide that the Concilia- 
tion Service shall designate the arbitrator” (in Labor 
Policy of the Federal Government (Washington: 


Brookings Institution, 1945], p. 237). This point is 
also corroborated by Hill and Hook, op. cit., p. 223. 


45 Time, December 30, 1946. 


“In this respect, also, the Ball-Burton-Hatch 
Bill copied the Railway Labor Act. 


47“The only purpose for which power can be 
rightfully exercised over any member of a civilized 
community, against his will, is to prevent harm to 
others. His own good, either physical or moral, is not 
a sufficient warrant. He cannot rightfully be com- 
pelled to do or forbear because it will be better for 
him to do so, because it will make him happier, 
because, in the opinions of others, to do so would be 
wise, or even right. These are good reasons for re- 
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ernmental participation must be some 
judgment as to the relative burden on 
the general public as compared with that 
on the two parties to the dispute. 


DISPUTES OVER JURISDICTION 


Jurisdictional disputes are in a class 
by themselves and so deserve separate 
treatment. The parties to the dispute are 
both unions, each claiming that a certain 
jobor group of jobs comes within its juris- 
diction or that it is the bona fide repre- 
sentative of a group of employees for pur- 
poses of collective bargaining. The em- 
ployer is in the position frequently occu- 
pied by the public in other labor dis- 
putes—that of innocent bystander or 
third party caught in the middle. In in- 
dividual cases such disputes have proved 
very serious, although in the aggregate 
their incidence has been much less than 
that of any of the three other classes de- 
scribed. Their most noticeable occurrence 
in the past has been in the building 
trades, where a multitude of craft unions 
divides up the work, and in the fights be- 
tween C.I.0.— and A.F. of L.-affiliated 
bodies for the right to represent groups 
of employees. 

It is the peculiarly wasteful and frus- 
trating character of jurisdictional con- 
troversies that has created the demand 
that they be outlawed. In such cases the 
employer is effectively barred from tak- 
ing any steps to end the work stoppage 
by either unilateral or bilateral means: 
through concession, compromise, or ar- 
bitration.** Of all types of disputes ex- 


monstrating with him, or reasoning with him, or 
persuading him, or entreating him, but not for com- 
pelling him, or visiting him with any evil in case he 
do otherwise”’ (Mill, op. céé., p. 15). 


4 The Railway Labor Act treats jurisdictional 
disputes as grievances, requiring compulsory arbi- 
tration and a binding award after employees have 
done the work assigned to them by their supervisors. 
By very technical interpretation of the terms of the 
agreements, this often results in double or triple 


amined so far, none seems to meet the re- 
quirements for compulsory settlement 
more justifiably than this one, although 
even here the burden on third parties 
should be weighed against the cost of the 
disputants. In this case, however, the em- 
ployer is included among the third 
parties. 

The foregoing classification of disputes 
is offered as a reasonable, common-sense 
grouping, which has, to a considerable 
degree, been adopted in practice by ne- 
gotiators.*? It seems to distinguish be- 
tween controversies on rather important 
grounds and to indicate different meth- 
ods of treatment related to the issues in- 
volved. When combined with an indus- 
trial grouping and the resulting pattern 
matched against the full range of settle- 
ment practices, a suggestive, compre- 
hensive frame of reference for determin- 
ing public policy in specific dispute areas 
is produced. However, it must be kept 
constantly in mind that there is nothing 
sacred in this or any other classification 
as such. It is offered primarily as an illus- 
tration of the method which should be 
used to arrive at a workable, effective 
policy in a controversial area. The next 
step in the analysis will be to outline the 
hitherto uncharted region, just beginning 
to be noticed by those concerned with 
policy decisions in industrial relations: a 
classification of disputes by industries 
and an examination of the relative im- 
pacts of work stoppages on the produc- 
tion of different goods and services. 


pay for the work done. However, this form of 
“featherbedding” could easily be modified by a 
change of the working rules. 


49 The Railway Labor Act, in which this classi- 
fication was first incorporated, was the joint product 
of negotiations between railway labor executives and 
representatives of the carriers after the failure of the 
Railway Labor Board, created by the Transporta- 
tion Act of 1920 (41 Stat. 456). The men who wrote 
the act were experienced bargainers and negotiators 
and not theorists, either political or academic. 
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V. DISPUTES CLASSIFIED ACCORDING 
TO INDUSTRY 


The classifier who attempts to rank 
industries in the order of their impor- 
tance to the economy is on less secure 
ground than he who classifies disputes 
by type. Any such grouping is therefore 
tentative in form and illustrative in pur- 
pose. The one premise of which anyone 
can be certain is that some services are 
more vital to the community than others; 
decisions as to which come first, second, 
or third are matters for legislative com- 
promise. Nevertheless, it is suggested 
here that there might be a high degree of 
unanimity over the industrial groups to 
be placed in the vital category, simply on 
grounds of immediate and fundamental 
necessity in the living arrangements of 
the great majority of the population. An 
editorial in the New York Times of May 
26, 1946, indicated some recognition of 
the problem: 

We may recognize different degrees of crisis in 
these disputes. A steel strike ismore serious than 
an automobile strike. A railway strike is more 
serious than a coal strike. A power strike would 
be more serious than a railway strike. But there 
are at least a dozen industries, perhaps a score, 
in which a strike has ceased to be a test of endur- 
ance between employers and unions and has be- 
come a test of the public endurance. 


Industries in which a strike is primari- 
ly a test of public endurance and only 
secondarily a test of endurance between 
employers and unions are candidates for 
governmental intervention to shorten, 
delay, or prevent work stoppages. Which 
are they? The following categories and 
rankings may not meet with everyone’s 
approval; they do, however, illustrate 
the problem and the decisions which 
must be made in solving it. It is hazarded 
that the significant industrial groupings, 
in the order of their importance to the 
country as a whole, are: (1) government, 
(2) public utilities, (3) basic industries, 


(4) large-scale mass production and sub- 
sidiary industries, (5) interstate com- 
merce not included in the above classes, 
(6) intrastate commerce. 


GOVERNMENT 


It is probable that some of the func- 
tions of government would meet the test 
of highest priority with everyone. Many 
of the duties of the sovereign are rightly 
considered as vital necessities in every- 
day living, so that the right to order work 
stoppages interfering with the national 
defense (armed services), the mainte- 
nance of public order (police), delivery 
of the mail (postal service), or the pro- 
tection of property (firemen) would 
probably receive support from only a 
radical few. Thus far, most unions of 
government employees have recognized 
the “special character” of the employ- 
ment,®* incorporating no-strike pledges 
in their constitutions and relying instead 
on publicity and lobbying for bargaining 
leverage. Congress has restricted the 
right of some public employees to strike, 
using both the direct and the indirect ap- 
proach,* and a number of public officials 
have expressed their disapproval of the 
use of the strike weapon by government 
employees, none of them more emphati- 
cally than the great friend of organized 
labor, Franklin D. Roosevelt, who said: 

5° A view that the author does not share, holding, 
as indicated below, that many nongovernmental 


employments are more essential to the public wel- 
fare than large segments of official activity. 


5 Several appropriation bills for the fiscal year 
1947 provided that no part of the appropriation 
should be used to pay the salary or wages of any 
person who engaged in a strike against the govern- 
ment of the United States or who was a member 
of an organization of government employees that 
asserted the right to strike against the government 
of the United States. Criminal penalties were to be 
assessed against violators (see Departmental Circu- 
lar No. 560, June 28, 1946, United States Civil 
Service Commission, to heads of departments and 
independent establishments; subject: affidavit re- 
garding membership in organizations which assert 
the right to strike against the government). 
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“A strike of public employees manifests 
nothing less than an intent on their part 
to obstruct the operations of government 
until their demands are satisfied. Such 
action by those who have sworn to sup- 
port the government is intolerable.” In 
no other portions of the economy have 
work stoppages come under any such 
positive bans, either voluntary or im- 
posed by law. Government is clearly re- 
garded as in a class by itself. 

However, government has become big 
business, and it might be necessary to 
segregate and classify its many police 
and service functions before a determina- 
tion could be made as to its immunity 
from work stoppages. Whether a distinc- 
tion is to be drawn between the national 
defense and the operation of the National 
Archives, between delivery of the mail 
and the field service of the Bureau of 
Agricultural Economics, or between the 
deliberations of Congress and the opera- 
tion of the Oak Ridge plant for the pro- 
duction of atomic energy (where repre- 
sentation elections were held in 1946) is a 
matter that is up to Congress. Certain 
nonprofit private institutions probably 
should be included in the governmental 
category also, in view of their quasi- 
public character: schools, hospitals, li- 
braries, museums, and foundations. In 
certain cases—for example, medical fa- 
cilities—their uninterrupted operation 
demands as high a priority as that of any 
other kind of service. The nature of in- 
stitutional employment is also similar 
to that of the public service, security of 
tenure and market stability being char- 
acteristic of both, as well as a high pro- 
portion of salaried professional and cleri- 
cal personnel. 


PUBLIC UTILITIES 


During 1946, power strikes were 
threatened in a number of communities 


5 Perkins, op. cit., p. 326. 
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and carried out in others, gas supplies 
were shut off in several places, and there 
was one nation-wide railroad strike. A 
series of maritime strikes brought ship- 
ping to a standstill for several weeks. 
New York City was paralyzed briefly by 
a city-wide truck-drivers’ walkout and 
more effectively by a strike of tugboat 
operators, and there were numerous oth- 
er suspensions of bus, truck, and street- 
car service throughout the country. The 
planes of one major airline were grounded 
for weeks by a pilots’ strike. A nation- 
wide suspension of work by 250,000 key 
telephone workers was threatened, and a 
number of interruptions of long-distance 
phone calls were carried out; telegraphic 
communications throughout the country 
were interrupted sporadically. A Gallup 
public opinion survey found in April that 
60 per cent of those polled approved laws 
to forbid all strikes in public service in- 
dustries such as electric, gas, telephone, 
and local transportation companies. Un- 
ion members disapproved, 52-40 per 
cent. By May the percentage favoring 
prohibition of utility strikes had risen to 
64, with union members agreeing, 49-44 
per cent.5% 

The most essential services of govern- 
ment and community depend upon the 
basic transportation, communications, 
and power services of the country. Na- 
tional defense, the maintenance of law 
and order, fire-fighting, mail delivery— 
all rely upon the continuous, efficient op- 
eration of industries “affected with a 
public interest.” The minimum require- 
ments of food, fuel, medical service, po- 
lice, and fire protection for concentrated 
urban populations cannot be met if in- 
terstate shipment of goods, local deliv- 
ery, or power production are subject to 
interruption. 

Under what circumstances would 4 
work stoppage in one of these enterprises 

53 Reported in the NAM News, July 13, 1946. 
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be justified? Never? Well, hardly ever. 
Yet it must be remembered that many 
public utilities are today classed as intra- 
state commerce and that rights of self- 
organization and choice of representa- 
tives for purposes of collective bargaining 
are guaranteed to employees of local con- 
cerns in only a few states. If member- 
ship in a trade-union (or the right to 
membership) is an ultimate value and 
not a means to an end—as may be in- 
ferred from the sacrifices made by em- 
ployees to obtain it in the past—the sub- 
jective cost of the denial to them of these 
privileges by open-shop employers may 
outweigh the burden of a strike on the 
community. In interstate commerce, 
where such rights are both promised and 
enforced, such a presumption would be 
greatly weakened. 

The most obviously neglected area 
of federal policy with respect to labor dis- 
putes in 1946 was the failure to antici- 
pate and provide for work stoppages in 
the then strongly unionized industries 
“affected with a public interest”: elec- 
tricity, gas, transport, and communica- 
tions..* The ultimate weakness of the 
Railway Labor Act was revealed when 
the trainmen and engineers refused to 
accept arbitration by fact-finding com- 
mission and public opinion and shut 
down the country’s railroads im a per- 
fectly legal action. The same sort of per- 
formance was turned in, in lesser degree 
but with complete legality, by the airline 
pilots’ association, the New York City 
truck-drivers and tugboat operators, and 
various maritime unions. There were no 
federal statutory provisions to be found 


54 Proportion of wage-earners under union agree- 
ments in these employments in 1945: all forms of 
transportation, 80-100 per cent; telegraph service 
and maintenance, 80-100 per cent; manufactured 
gas, 60-80 per cent; light and power and telephone 
service and maintenance, 40-60 per cent (Monthly 
Labor Review, LXTI (April, 1946], 568). 
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applicable to strikes in the electric power, 
gas, or communications industries. Gov- 
ernment intervention was restricted to 
mediation by the United States Concilia- 
tion Service and the ad hoc efforts of 
various public officials in the executive 
branch of government. The conclusion 
seems unavoidable that the growth of 
trade-union membership and activity 
throughout the public service industries 
carries with it governmental responsibil- 
ity for assuring the orderly adjustment 
of disputes arising therein. It is absurd 
to deny the right to strike to employees in 
a branch office of the Department of the 
Interior and leave unencumbered the 
privilege of shutting off gas, electricity, 
and telephone service to the community 
at large. The proper kind of intervention 
is another problem and will be alluded to 
later, but the experience of 1946 should 
have settled the primary question of the 
need for intervention in some form. 


BASIC INDUSTRIES 


The basic industries, which provide 
fuel and the raw materials of industry, 
are now solidly unionized—in most cases 
by a single, massive, industry-wide un- 
ion with hundreds of thousands of mem- 
bers. In coal, steel, aluminum, cement, 
petroleum refining, and metals mining 
80-100 per cent of all employees work 
under union agreements. Two all-indus- 
try work stoppages in coal and one in 
steel during 1946 proved the dependence 
of the rest of the economy on these two. 
Within a few weeks, in each case, direct 
outside unemployment resulting from the 
failure of supplies more than matched 
the number out of work in the primary 
industry. Supplementary indirect unem- 
ployment was probably even greater.’ 

55On December 4, 1946, the Chicago Association 
of Commerce sent a questionnaire to its members to 
determine the impact on Chicago business of the 
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In each case it took longer for subsidiary 
industries to return to normal after set- 
tlement of the dispute than was required 
to get the miners and steelworkers back 
on the pay roll. 

Under what circumstances and for 
what provocation are work stoppages in 
these industries justified? What is the 
meaning of “genuine” or “‘free’’ collec- 
tive bargaining when representatives of 
400,000 mine workers call a strike to en- 
force their demands upon the coal indus- 
try? Either party to the dispute can 
easily outlast the rest of the community, 
which will soon be denied essential power 
and transport services as well as fuel for 
heating. All the basic industries come 
within the purview of the National La- 
bor Relations Act and the Norris—La 
Guardia Act. Disputes over recognition 
and unfair labor practices, then, are like- 
ly to be infrequent so long as the protec- 
tion of the right to organize contained in 
these laws is retained. Owing to the type 
of labor organization prevalent in the 
larger industries, jurisdictional disputes 
are of minor consequence. There remain 
disputes arising out of the negotiation of 
the terms of new agreements and the 
problems of interpretation. The main 
question will be whether protection of 
the public interest through restriction of 
the right to strike or lock out will impose 
an unduly heavy burden upon the settle- 
ment of the “terms and conditions’ of 
employment in the basic industries. 

Since an industrial economy cannot 
expect to function without a continuous 
flow of fuel and basic raw materials, the 
answer seems fairly clear. The industries 


November—December, 1946, coal strike. The re- 
sults indicated that if the strike had continued for 
30 days beyond December 5, when the freight em- 
bargo became effective, jobs would have been lost 
by 1,300,000 persons, or more than so per cent of 
those employed in the Chicago area. 
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providing these are now fully organized 
by aggressive and powerful unions. If the 
preponderance of weight of strikes in 
coal or steel or petroleum refining or 
metals mining falls immediately and un- 
avoidably upon people outside the indus- 
try, the governmental duty of preven- 
tion of “harm to others” demands pro- 
cedural requirements to delay, mitigate, 
or avoid their occurrence. If such strikes 
are more a test of public endurance than 
of the endurance of the parties immedi- 
ately at issue, then they are harmful to 
the general welfare, and other ways of 
resolving the disputes giving rise to them 
should be prescribed. In a society gov- 
erned by publicly elected representatives, 
the interests of both labor and manage- 
ment can be protected by forms of dis- 
pute settlement other than economic 
warfare. 


LARGE-SCALE MASS PRODUCTION AND 
SUBSIDIARY INDUSTRIES 


The incidence of work stoppages in 
the manufacture of automobiles, agricul- 
tural equipment, processed meats (all 
three 80-100 per cent organized), elec- 
trical equipment, machinery and ma- 
chine tools (both 60-80 per cent organ- 
ized), and similar industries is less para- 
lyzing than that from suspensions of 
production in fuels and metals, but it still 
is heavy. It ramifies through dealer or- 
ganizations, suppliers of parts and mate- 
rials, transport agencies, building con- 
tractors, and service enterprises. How- 
ever, except in the case of some suppliers, 
the subsidiary effect is more that of a 
reduction in volume than of complete 
cessation of activities. In most cases un- 
employment from the primary shutdown 
will be greater for a considerable period 
than the secondary reduction in working 
time, or its effects will be much more 
sharply realized. Thus there are grounds 
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for assuming that a shutdown will be 
actually a test of endurance of the prin- 
cipals and not a proof of the public 
stamina. 

The extent of labor organization was 
less complete in 1945 in the mass-produc- 
tion than in the basic industries, though 
the guaranties of the Wagner and the 
Norris-La Guardia acts were equally ap- 
plicable, since all of them either are in or 
“affect” interstate commerce. Question: 
Do work stoppages in the plants of Gen- 
eral Motors, Swift and Company, Inter- 
national Harvester, General Electric, 
or Kuppenheimer justify governmental 
intervention? Does the public interest in 
an uninterrupted supply of automobiles, 
machine tools, meat, tractors, refriger- 
ators, or men’s suits outweigh the un- 
questioned value of agreements arrived 
at by the parties without outside as- 
sistance? 

In the case of jurisdictional disputes, 
there is no gain from negotiation, the 
argument is a family quarrel within or- 
ganized labor, the employer is a third 
party, and there seems a clear case for 
intervention and compulsory arbitration. 
Some jurisdictional squabbles are so de- 
cided at present by the National Labor 
Relations Board. No cogent argument 
has been set forth as to why all of them 
should not be subject to third-party de- 
cision. In the case of disputes over terms 
and the interpretation of agreements, the 
advantage of collective bargaining in 
good faith between the parties must be 
entered as an offset to enforced indus- 
trial peace. It is axiomatic that interven- 
tion will weaken the efforts of one or 
both of the parties to find a mutually ac- 
ceptable compromise. One approach 
might be to consider the impact of work 
stoppages in the mass-production indus- 
tries as sufficiently heavy to warrant a 
period of formal notice and submission 
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of the good offices of federal mediators. 
This would introduce an element of order 
into the proceedings and permit dealers, 
suppliers, and service organizations to 
prepare for reduced business. If media- 
tory efforts are unavailing, however, the 
arguments for personal and group liberty 
appear to favor unrestricted economic 
warfare. 


INTERSTATE COMMERCE NOT INCLUDED 
IN THE ABOVE CLASSES 


Probably no one knows the exact 
boundaries of interstate commerce since 
the expanded application of the com- 
merce clause during the last ten years in 
decisions concerning the Wagner Act and 
the Fair Labor Standards Act. Certainly, 
the inclusion of manufacturing as “in the 
stream of’’ commerce and the extension 
of the Wage-and-Hour Act to cover em- 
ployees who provide only the most mar- 
ginal and indirect assistance to the inter- 
state movement of goods and services 
leave both the legal and the business 
community vague as to the final juris- 
diction of federal statutes. The case for 
nonintervention in labor-management 
affairs becomes stronger as the industries 
under consideration become less signifi- 
cant in relation to the flow of commerce. 
Where alternative goods or services are 
easily available, the government might 
well keep hands off, on grounds both of 
economy of force and of benefit to the 
disputants. 

One very important question does 
arise at this point, however. What is the 
distinction between a mass-production 
and any other large interstate industry 
if the former is to be restricted ard the 
latter not? Such discriminations are 
bound to be arbitrary in some degree. 
The important rule to be observed here 
is that Congress should draw the lines as 
precisely as possible and not leave the 
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responsibility for classification up to an 
administrative agency, which would be 
under very heavy pressure to hand down 
decisions in line with the desires of firms 
and labor organizations affected.* 

The basic principle is that of rules 
(regulations laid down by a policy-mak- 
ing body) versus authorities (decisions ar- 
rived at in individual cases by persons 
invested with power and wide discretion) 
The doctrine accepted here is as follows: 


A democratic free-enterprise system implies, 
and requites for its effective functioning and 
survival, a stable framework of definite rules, 
laid down in legislation and subject to change 
only gradually and with careful regard for the 
vested interests of participants in the economic 
game. It is peculiarly essential . . . . politically, 
that the plausible expedient of setting up “au- 
thorities” instead of rules... . be avoided or 
accepted only as a very temporary arrange- 
ment.5? 


Authoritative rulings in labor disputes 
are especially subject to uncertainty in- 
duced by varieties of interpretation as 
to the existence and gravity of emergen- 
cies, as well as by changes in the political 
climate. Although the passage quoted 
above was contained in an argument for 
stable fiscal policy, the case is just as 
strong for the removal of uncertainty re- 
specting work stoppages which “imperil 


586 This was a weakness of the Ball-Burton-Hatch 
Bill, which would have authorized a Federal Labor 
Relations Board to “find that severe hardship 
would be... . inflicted in case of any serious or 
protracted interruption of a public utility or other 
public service, or of the supply of an essential food 
such as milk, or of the supply of an essential fuel 
such as coal or oil, or in case of any serious or pro- 
tracted interruption in any other supply or service 
on the continuity of which the health, safety, or wel- 
fare of a community depends” and to “make a find- 
ing of facts and public announcement as to whether 
it is necessary, in protection of the public interest, 
to require the parties to accept temporarily a com- 
pulsory settlement 

57 Henry C. Simons, “Rules versus Authorities 
in Monetary Policy,” Journal of Political Economy, 
XLIV (February, 1936), p. 29. 
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the public health, public safety, or the 
general welfare.” 

Any restriction or limitation of the 
right to strike or to refuse to deal will 
infringe basic prerogatives of important 
segments of both management and or- 
ganized labor. If it is to be done, it is the 
responsibility of the top policy-making 
agency of the jurisdiction (Congress, 
primarily, in view of the supremacy of 
federal law), and the application of the 
restrictions should be made as definite as 
is possible in a legislative document. The 
really crucial decisions, concerning who 
is to be included and who excluded, 
should not be left to a subordinate agen- 
cy with primarily ministerial responsi- 
bilities. 

INTRASTATE COMMERCE 


Intrastate commerce is, by definition, 
the responsibility of state and local gov- 
ernments. Work stoppages of local in- 
cidence may be unimportant nationally, 
but they can be crucial for very large 
communities, as was the case in the Pitts- 
burgh power strike in 1946. The case for 
limitation of the right to strike against 
government agencies and public utilities 
is just as valid in the local situation as 
on the national level, and a national pol- 
icy in these respects would probably be 
influential with state legislators. 


VI. CONCLUSIONS AND POLICY 
RECOMMENDATIONS 


A combination of the classifications 
previously outlined describes the pattern 
of labor-dispute policy in effect in 1946. 
It is illustrated graphically in Figure 1. 
The types of disputes are ranged on the 
vertical scale, the industrial groupings 
along the horizontal axis, and the pol- 
icies in effect at the end of 1946 are indi- 
cated by the variations in shading. In 
brief, the chart reveals that, in govern- 
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ment, there is de facto prohibition of 
work stoppages by renunciation on the 
part of employees combined with legis- 
lative restrictions; in transportation 
there is complete coverage by compul- 
sory arbitration, which varies consider- 
ably in technique and severity of sanc- 
tion; ** for disputes over recognition 
there is compulsory arbitration at the op- 
tion of the employees without limitation 
of the right to strike; for some jurisdic- 
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ranged from three to three and one-half 
million;** no single union outside the 
railway operating brotherhoods was cap- 
able of shutting down a major industry; 
and the general labor market from 1931 
on had an unemployed surplus which did 
not fali below seven and one-half million 
any year prior to World War II.® The 
policy which was appropriate then may 
be appropriate for the postwar decade, 
but the conditions subsequent differ in 
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Fic. 1.—The pattern of public policy in labor disputes at the end of 1946 


tional disputes (those involving repre- 
sentation) there is compulsory arbitra- 
tion open to either party; and for the re- 
mainder of interstate commerce there 
are the good offices of the United States 
Conciliation Service. 

The policy pattern outlined in Figure 1 
was put together as the occasion required 
and politics permitted during the years 
from 1926 to 1935. Total trade-union 
membership during most of this period 


_ * Ranging from unilateral compulsory arbitra- 
tion at the option of the employes in disputes over 
recognition to bilateral adjudication with binding 
award in the settlement of grievances. 


one vital respect from anything prior to 
the last war. Organized labor came out 
of World War II with economic and po- 
litical power, which, under the rules of 
conflict then in effect, put it on a parity 
with, or ahead of, any corporate com- 
bination. This was demonstrated time 
and again, as corporations like General 
Motors and United States Steel, and 
whole industries, such as coal and ship- 


59 Wolman, op. cit., p. 16. 


6 Figures by the National Industrial Conference 
Board, quoted in C. R. Daugherty, Labor Problems 
in American Industry (5th ed.; New York: Houghton 
Mifflin Co., 1941), p. 65. 
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ping, were struck and kept struck until 
demands were met or the government 
came to the rescue. 

By the end of World War II, equality 
of bargaining power between employers 
and employees had been achieved (or the 
inequality reversed)—to the point of al- 
most uninterrupted deadlock and stale- 
mate in the major industries. As an ex- 
ample of implications for the future, no 
one has dared to attempt to visualize the 
situation when wage rates might have to 
be reduced, and the Nathan report” has 
uncovered fundamental differences of 
view between union leaders and manage- 
ment which might easily prove as diffi- 
cult to compromise as the demands for 
recognition in pre-Wagner Act days. 
These circumstances seem to call for 
modifications of policy, and this paper 
has attempted to suggest a frame of refer- 
ence which would help to clarify the is- 
sues involved. The arrangement of prop- 
ositions, however, has pointed to certain 
conclusions which will be stated and pre- 
sented graphically for comparison with 
the postwar policy pattern described in 
Figure 1. 

The direction in which labor-dispute 
policy in this country appears destined to 
move is toward substitution of some oth- 
er method of dispute settlement than 
economic warfare in public utilities, 
basic industries, jurisdictional disputes, 
and perhaps disputes over the interpre- 
tation of agreements. The method will 
center around compulsory arbitration, 
for several reasons. The first is its flexi- 
bility—in application, composition of 
tribunal, and, above all, in severity of 
sanction. Second, it promises certainty 
in cases in which suspensions of service 
would be catastrophic, which cannot be 


% Robert R. Nathan and Oscar Gass, A National 


Wage Policy for 1947 (Washington: Robert R. 
Nathan Associates, Inc., 1946). 
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said of cooling-off, mediation, or volun- 
tary arbitration; and it is less harsh than 
the only alternative of equal certainty— 
prohibition without provision for com- 
promise. In the third place, this country 
has had wide experience with compulsory 
arbitration, which is only another name 
for the judicial process, and it is in good 
repute for impartial determination of 
the interests of the parties on the basis 
of the evidence. Fourth, it is regarded 
with distaste by both management and 
organized labor, which permits its use as 
a sanction in itself, to be imposed where 
the parties cannot compromise the issues 
between them. It thus might contribute 
to more earnest efforts on both sides in 
the bargaining process. 

Compulsory arbitration should be pre- 
scribed only in cases in which labor’s 
right to organize and bargain collectively 
is protected by law. The issue would 
arise in a number of local jurisdictions, 
but not nationally so long as the provi- 
sions of the Wagner Act remain sub- 
stantially unchanged. This assumes that 
union membership is an end in itself (an 
ultimate value) and that collective bar- 
gaining has avenues of expression other 
than through work stoppages. The ex- 
perience of unions of public employees 
and transport workers supports the latter 
conclusion. Any denial of the right of 
public employees to strike should be sup- 
plemented by procedures for either arbi- 
tration or negotiation of controversies 
through channels guaranteeing some de- 
gree of impartiality of consideration. 

In some areas of interstate commerce, 
defined perhaps by size of establishment 
or perhaps by function, the government 
might adopt a rigorous hands-off policy 
in all respects other than protection of 
the right to organize, even denying to 
firms in the classification and their em- 
ployees access to the Conciliation Serv- 
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ice or any other mediatory body set up to 
supplement or replace it. The purpose of 
this move would be to demonstrate faith 
in the capacity of labor and management 
to find their own solutions to co-opera- 
tion, to experiment with “free collective 
bargaining” in its pure form, and to make 
it available as an alternative major ob- 
jective to the more intensive interven- 
tion which seems to be the present tend- 
ency. The new policy pattern would look 
something like the chart in Figure 2. 
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cedure of collective bargaining” did re- 
move “certain recognized sources of in- 
dustrial strife and unrest,” a stated ob- 
jective of the National Labor Relations 
Act; but the assurance expressed therein 
that restoration of equality of bargaining 
power between employers and employees 
would encourage “the friendly adjust- 
ment of industrial disputes arising out of 
differences as to wages, hours, or other 
working conditions’ has not been real- 
ized to the same extent. To some, the 
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Fic. 2.—Proposed future pattern of public policy in labor disputes in the United States under condi- 


tions of extensive legislation. 


It is readily admitted that Figure 2 
represents a radical advance in the as- 
sumption of responsibility by govern- 
ment for the maintenance of industrial 
order. That advance is roughly propor- 
tionate to the growth of union member- 
ship in the United States during the last 
ten years and the extension of airtight 
control by organized labor to the largest 
and most important industries in the 
country, neither of which could have oc- 
curred without extensive governmental 
intervention in support of labor organ- 
ization. 

“Encouraging the practice and pro- 


conclusion always seemed dubious. The 
new conditions of peacetime industrial 
operation call for substantial revision of 
public policy regarding labor-manage- 
ment relations. There are few policy is- 
sues which rank ahead of the provision 
of machinery for settling the more im- 
portant subsidiary disputes which are the 
inevitable accompaniment of extensive 
union coverage and equality of bargain- 
ing power. 
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® Quotations from the findings and policy of the 
National Labor Relations Act. 
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September, 1946, Professor Mach- 

lup cites two cases in which the use of 
(approximately) average cost as a pric- 
ing principle can logically be explained 
by the fact that the same cost figure is 
also a criterion of demand elasticity.’ 
One is the case of a formal or informal 
cartel which has set “full cost” as the 
“ethical” price. Here prices below the 
cartel figure are abjured because mem- 
bers believe that one price cut will lead 
to another and that elasticity of demand 
is not sufficiently great to justify such 
procedure; rises in members’ prices 
above the cartel figure are similarly ruled 
out by demand considerations.? Mach- 
lup’s other example is that of an oligo- 
polistic seller who merely reasons that 
“the elasticity of supply from compet- 
ing sources determines the elasticity of 
demand for the firm’s product,” that 
“the supply from competing sources will 
depend on their actual or potential cost 
of production,” and that “the best clue 
that a firm has to the production cost of 
competitors is its own production cost, 
corrected for any known differences of 
conditions.” Thus: 

In the absence of any cartel arrangements he 
will have to count on his competitors to expand 
their business at his expense if he ventures to 
raise selling price above average cost. Where he 
need not fear the capacity of existing competi- 
tors, but entry into the industry is relatively 
easy, he will have to reckon with newcomers’ 
competition if he makes the business too attrac- 
tive by allowing himself too generous a profit 


* Fritz Machlup, “Marginal Analysis and Empiri- 
cal Research.” 


* [bid., pp. 542-43. 
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margin above the average. Under such circum- 
stances he will know that he stands to lose too 
much business and had better stick fairly close- 
ly to a price based on average cost.3 


This analysis of the relationship of 
average cost to demand-elasticity is in- 
complete, however, and includes some of 
its conclusions in its assumptions. It is 
true that, if cartel members have se- 
lected “full cost” as the “ethical” price, 
elasticity-of-demand considerations will 
frequently (probably usually) dictate ad- 
herence to that price. Similarly it is true 
that, if oligopolists quote a price approxi- 
mating “full cost,” fear of reprisals in this 
case will also frequently (probably usual- 
ly) dictate adherence to existing price. 
But a number of questions remain un- 
answered: 

1. What is the nature of this “aver- 
age” or “full” cost? 

2. Why did the cartel select full cost 
as the “ethical” price? 

3. In the oligopoly situation do the 
considerations dictating adherence to an 
opening price depend upon that price’s 
approximating “full cost”’? 

4. What decisions were responsible for 
the initial oligopoly price? 

5. In the oligopoly situation can 
marginal theory adequately account for 
adjustments of price to cost as well as 
adherence to an existing price when there 
are no cost changes? 


I 


Average cost is not the same at all 
levels of output. Within the ranges of 


3 Ibid., pp. 543-44. 
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output which include most firms’ experi- 
ences most of the time, average cost 
falls as output rises.‘ Likewise, except in 
certain rare cases, sales are greater if 
price is lower. Therefore, as a general 
rule, the lower the price quoted, the 
lower also the average cost. Average 
cost is not a unique figure even when 
problems of joint and common products 
are not involved. What do firms mean, 
then, when they speak of basing price on 
“average” or “full” cost? What do 
economists mean when they say that 
firms make use of average cost as a cri- 
terion of long-run demand-elasticity? 
What level of output is assumed in the 
statements? 

Certainly the average cost assumed 
here is mot least cost. If firms charged 
prices approximating least cost, few 
would survive, since, as is stated above, 
the average production level is usually 
well below that required to reduce aver- 
age cost to its lowest possible figure. And 
potential entrants can hardly be thought 
sanguine enough usually to set merely 
price-above-least-cost as their criterion 
for entry into the field. The fate of busi- 
ness enterprises in the past must warn 
potential newcomers against that. 

If least cost is not average cost, how- 
ever, marginal theory provides no escape 
from the circularity of reasoning that 
average cost depends upon price while 
price depends upon use of average cost 
as a criterion of demand-elasticity. A 
profit-hungry pure monopolist would, of 
course, set a price as far above least cost 
as he believed elasticity of demand for 
the product (and perhaps also certain 


‘This statement may not apply in the case of 
joint costs, since sales (and therefore desired out- 
put) of the joint products may not increase together. 
However, in general, the statement appears to be 
justified. See Conference on Price Research, Cost Be- 
havior and Price Policy (National Bureau of Eco- 
nomic Research, 1945), pp. 90-113. 
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fears of the antitrust laws’) would allow. 
Pure monopoly is obviously outside the 
scope of the present question, however, 
since the problem concerns the effect of 
competition upon a firm’s calculations 
of elasticity of demand. 

Once a price has been set, and esti- 
mates made of the volume of sales 
at that price, an average-cost esti- 
mate can also be made. That this esti- 
mate is in no fundamental sense a cri- 
terion of rivals’ elasticity of supply, how- 
ever, is indicated by the fact that—be- 
fore the volume of sales at the price can 
be estimated—certain competitive reac- 
tions must first be assumed. If marginal 
theory of any sort enters into the decision 
concerning price, it does moé enter via use 
of average cost as a criterion of demand- 
elasticity but rather by way of the 
familiar Sherlock Holmes-Dr. Moriarty 
reasoning. Oligopolist A selects a price 
which he believes Oligopolists B-Z also 
consider to be the best price for them, 
and guesses that Oligopolist B and his 
fellows believe this to be the best price 
because they, too, think this is the com- 
mon opinion. 

Since, as a general rule, businessmen 
appear to believe it wise to “play safe,” 
oligopolistic marginal-revenue calcula- 
tions probably would not often result in 
a price near the optimum monopoly 
figure;* the wisdom and “character” of 

SIf “elasticity of demand” is interpreted very 
broadly, of course, this parenthetical comment need 
not be added. 


*R. L. Hall and C. J. Hitch (“Price Theory and 
Business Behavior,” Oxford Economic Papers, No. 2 
[1939], p. 18) point out that at times application of 
the “full-cost principle” meant “working from some 
traditional or convenient price, which had proved ac- 
ceptable to consumers, and adjusting the quality of 
the article until its full cost equalled the ‘given’ 
price.” Here apparently is a case of “playing safe” in 
the sense of not allowing a wide spread between 
price and calculated full cost. But this process, no 
more than any other, answers the fundamental ques- 
tion of why this particular full cost was calculated. 
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competitors probably would not often be 
trusted sufficiently for this to occur. On 
the other hand, considerations of safety 
also would indicate that the price should 
be placed well above least cost.’ The folly 
of expecting sales to justify least-cost 
pricing points to this latter conclusion. 
But, besides these rather vague gen- 
eralities, no halfway definite conclu- 
sions arise from the application of 
marginal-revenue reasoning. Marginal- 
ism does not provide a satisfactory defi- 
nition of a long-term average or full cost, 
even when no problems of joint or com- 
mon products are involved. 

When joint or common costs enter the 
picture, of course, average cost is even 
more clearly price determined as well as 
price determining and thus even more 
obviously cannot serve as a criterion of 
long-run demand. Just as a single-pro- 
duct pure monopolist could select an 
optimum price via consideration of 
elasticity of demand, so a multiple- 
product monopolist could logically make 
use of marginal-revenue considerations 
to determine allocation of joint and com- 
mon costs—at least if he possessed the 
required degree of analytical ability and 
believed his estimates of the alternative 
situations to be sufficiently trustworthy 
to justify the trouble involved. Multiple- 
product oligopolists, attempting to esti- 
mate their competitors’ and potential 
competitors’ schedules of supply, are 
confronted by a guessing game of such 
an entrepreneurial group of Sherlock 
Holmes’s could be expected to try to 
make thoroughgoing use of the tools of 
marginal reasoning. 

If, then, businessmen quote an open- 

7 If average variable cost is roughly constant and 
variable costs comprise the overwhelming bulk of 
total costs, then, of course, the margin between least 
cost and full cost will necessarily be very small; but 


fixed costs seem ordinarily to be of greater impor- 
tance than this. 


ing price which is based upon use of full 
cost as a demand-elasticity criterion, 
the full-cost estimates must be based 
largely upon nonmarginal considerations. 
In certain fields, where traditional per- 
centage markups are commonly encoun- 
tered, such a markup may provide a full- 
cost figure and, as a rule, probably will 
give as helpful a full-cost estimate 
as any which could be derived after 
scores of hours of marginal reasoning.' 
Where cost-accounting methods have be- 
come more sophisticated, the cost ac- 
countant may be called upon to furnish 
estimates. 

Not even reference to the cost ac- 
countant basically answers the open- 
ing question of the nature of full cost, 
since even this gifted calculator can- 
not draw a full-cost estimate from the 
air. It appears, however, that—at least 
in numerous methods of reasoning which 
the cost accountant employs—marginal 
analysis does not play a leading role. 
Problems of common costs of different 
products, for instance, seem to be solved 
usually by use of physical measurements’ 
and only infrequently by marginal “by- 
product” calculations. In the case of an 
already established product, some of the 
theoretical difficulties of allocating costs 
over time seem frequently to be evaded 
by use of the simple process of long 
division and the assumption that the 
volume of sales in the past would have 
been the same even if price had been dif- 
ferent.'® In the case of a new product, 

* A percentage markup, however, implies some 
cost figure as a base. For a discussion of the limita- 
tions of cost data see the summarized report of an 
O.P.A. study in M. L. Black, Jr., and Harold B. 


Eversole, “Cost Accounting in Price Determina- 
tion,” Journal of Accountancy, November, 1946. 
°I.e., floor space, direct-labor time, machine 
hours, etc. 
*° This statement does not imply criticism of cost 
accountants for not attempting the impossible task 
of determining the “true” height of average cost. 
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such as has been chiefly discussed above, 
apparently the sales division is frequent- 
ly requested to furnish data on volume 
of output, so that the problem is passed 
right back to the price executives. 2 

All this, of course, serves to cast 
doubt upon, rather than to provide evi- 
dence in favor of, the adequacy of the 
average-cost theory of pricing which— 
along with other departures from margin- 
alism—Machlup criticizes. The above 
reasoning also casts doubt, however, 
upon the adequacy of the explanation 
that businessmen use full cost as a cri- 
terion of the elasticity of demand. This 
latter doubt is strengthened by further 
examination of the five questions listed 
above. 

The next question discussed is: Why 
(in Machlup’s example) does the cartel 
select a price approximating full cost? In 
this discussion certain simplifying as- 
sumptions are made so that the cartel 
members may have about as favorable a 
situation as possible for the use of full 
cost as a criterion of demand-elasticity. 
That is, it is assumed that the various 
firms comprising the cartel already have 
full-cost estimates of the product or 
products produced, that the estimates of 
the different firms are approximately the 
same, and that the cartel directorate 
and individual firm price-executives ex- 
pect that potential entrants likewise en- 
vision the same full costs. 

These simplifying assumptions are re- 
tained in Section III, which inquires why 
oligopolists can at times make use of full 
cost as a criterion of elasticity of de- 
mand." 


"' These assumptions also underlie part of Mach- 
lup’s analysis of cartel use and a!l of his analysis of 
oligopolistic use of average cost as a criterion of de- 
mand elasticity (op. cit., pp. 542-44). 


II 


In selecting the most profitable cartel 
price, the cartel “directorate” should 
logically consi zr at least the following 
variables: (1) elasticity of demand for the 
product; (2) members’ marginal cost 
schedules; (3) ease or difficulty of entry 
into the field; (4) probable behavior of 
new entrants; (5) cartel members’ ease of 
disinvestment; (6) alternative invest- 
ment opportunities for cartel members; 
(7) temptation offered by various prices 
to individual members to desert the car- 
tel; (8) size, strength, and “psychology” 
of possibly fickle members; (9) relation- 
ship of price chosen to ease of conceal- 
ment or agreement; (10) relationship of 
price chosen to possible and probable 
legal penalties. 

Only the first six of these are variables 
which would have to be considered by a 
monopolistic merger in a country not 
possessing antitrust legislation. The next 
two are the special contributions of the 
cartel, as distinct from the merger struc- 
ture; and the last two are the special con- 
tributions of the antitrust laws. It might 
be helpful, then, first, to examine the 
logical implications of the first six con- 
siderations. 

If demand for the product does not 
happen to be elastic above and inelastic 
below a full-cost price, consideration 1 
obviously does not lead to a full-cost 
selection. Consideration 2 will necessari- 
ly raise price somewhat above a figure 
based on demand elasticity alone, since 
marginal cost will not be negative; but 
considerations 1 and 2 together will lead 
to a full-cost price only in the case of one 
of a great number of equally possible 
situations. The chances are that, in the 
cases of most cartels, consideration of the 
product’s demand-elasticity and of mar- 
ginal costs alone would lead to a price 











figure above full cost. Cartels appear to 
be most common in inelastic-demand in- 
dustries. 

Consideration 3, the ease or difficulty 
of entry into the field, offers at first 
glance a more compelling reason for 
cartel choice of full-cost pricing. If the 
cartel sets a price which allows a wide 
profit margin, new firms may enter the 
field and their competition may lower 
price and/or raise cost of output. A full- 
cost price may therefore appear to be the 
most profitable price, because it would 
enable member-firms to realize a profit 
and yet would not attract new capital. 

But this is a greatly oversimplified 
conclusion. The following questions must 
also be asked: What increase in short- 
run profits will ensue from charging a 
price greater than full cost? How quick- 
ly will new firms (of varying sizes) be at- 
tracted by high prices? If new firms are 
attracted but engage in nonprice compe- 
tition only, how quickly and by how 
much will they reduce the sales of the 
old firms? When the sales of the old 
firms are reduced, by how much will the 
total costs of the old firms also be re- 
duced? How great is the ease or difficulty 
of disinvestment? If the new firms en- 
gage in price as well as nonprice competi- 
tion, by how much will price fall and 
sales be cut, and, again, how will the fall 
in total revenue compare with the fall in 
price? 

There is no logical necessity that these 
questions lead to a full-cost pricing 
answer. If product demand is believed to 
be relatively inelastic—as it usually ap- 
pears to be in the case of cartels, even if 
entry into the field is comparatively 
easy—a profit-maximizing cartel policy 
might well be a price above full cost. 
Assume first that new firms invade the 
market but do not cut price. Credits 
ascribable to the high-price selection are 
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(a) the addition to gross revenue which 
the old firms secure toward the start and 
(b) the subtraction from gross outgo 
which the old firms experience even at 
the start and which becomes larger as 
new firms invade the market. On the 
debit side there is, of course, the sub- 
traction from the old firms’ gross in- 
come toward the end. If, however, 
product demand is rather inelastic and 
if the speed of entry is not much greater 
than the speed of disinvestment, calcula- 
tions do not point toward a full-cost price 
selection. (The nature of alternative in- 
vestment opportunities complicates even 
more the calculations concerning disin- 
vestment here.) 

Next, assume that new firms invade 
the market and cut price. Of course, if 
the price-cuts start a cutthroat price 
war which is not ended until the old 
firms take heavy losses, the new firms’ 
entry is a disaster which must be 
avoided. A high price inviting their entry 
is a mistake. Marginal-revenue con- 
siderations lead the cartel directorate to 
select a full-cost price—unless, for rea- 
sons of elastic product demand and 
low marginal costs, they choose an even 
lower price. 

Assume, however, that competition 
carries price down only to full cost. 
Credits and debits ascribable to the early 
high-cost selection are about the same as 
in the case of nonprice competition. 
Credits include (a) the addition to gross 
revenue which the old firms secure 
toward the start and () the subtraction 
from gross outgo which firms experience 
throughout but which may be either 
greater or lesser in the later period, de- 
pending upon the degree of elasticity of 
demand and the nature of the marginal- 
cost curve. The debit item, as before, is 
the subtraction from the old firms’ gross 
income toward the end. Here also a full- 
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cost price selection is by no means 
necessarily demanded. Again the degree 
of inelasticity of product demand and 
the relative speeds of entry and of dis- 
investment determine the most profitable 
price. (And again the nature of alterna- 
tive investment opportunities provides a 
further complicating factor.) 

Thus, when the first six (or monopoly- 
type) considerations alone enter the cal- 
culations, only a chance convergence of 
the variables or fear of new entrants’ 
provoking a disastrous price war could 
logically lead a profit-maximizing cartel 
directorate to set a price equal to full 
cost. Moreover, if the new firms are be- 
lieved to reason “marginally,” they will 
not be expected to be more likely to cut 
price than the marginally calculating 
cartel members, who themselves adhere 
to the cartel only for elasticity-of-de- 
mand reasons. This leads to discussion 
of the seventh and eighth considerations 
mentioned above: the temptation of- 
fered by various prices to individual 
members to desert the cartel, and the 
size and strength of the possibly fickle 
members. 

S.nce a cartel is not like a monopolis- 
tic merger but consists of individual firms 
retaining the ability—and perhaps hav- 
ing an incentive—to depart from the car- 
tel agreement, a cartel “directorate” 
cannot conclude its calculations by de- 
ciding which price would maximize pro- 
fits for the firms as a whole (if all firms 
would abide by the agreement). Instead, 
it must take into consideration the ex- 
tent to which individual members may 
benefit from a lower-price selection and 
the probability of such members’ cutting 
prices. Even if full cost is approximately 
the same for each of the firms, the vari- 
ous marginal-cost schedules may not ap- 
proximately coincide; and, more im- 
portant, different firms may envision dif- 


ferent elasticities of demand. When mak- 
ing its decision, the directorate must 
consider each of these matters and then 
inquire whether the size or financial 
strength or “psychology” of such a pos- 
sibly disgruntled member would be likely 
to end in withdrawal from the price 
agreement. (Likewise, if some members 
have nonmarginal prejudices in favor of 
certain prices, the directorate must con- 
sider that also.) The process is apt to be 
more akin to that of a political nominat- 
ing convention than of stages of reason- 
ing such as are usually envisioned in eco- 
nomic theory. 

The quasi-political nature of the cartel 
decision, however, is not the principal 
point here. The point is rather that— 
just as a marginally reasoning monopoly 
could not usually be expected to decide 
on a price equal to full cost—so there is 
no logical necessity that a marginally 
calculating cartel directorate, consider- 
ing the possible reactions of marginally 
minded members, must usually arrive at 
a decision that a full-cost price will be 
least likely to induce desertion. This 
conclusion should not be pushed too 
far, especially if all members possess 
equal size and strength and a high degree 
of poker-variety daringness or if the 
larger and stronger firms believe demand 
is more elastic than do the majority of 
cartel members. For, then, cartel “equi- 
librium” price is apt to be lower rather 
than higher, since it is more likely that 
members envisioning a more elastic de- 
mand will desert the agreement by 
cutting price than that members en- 
visioning a less elastic demand will at- 
tempt trail-blazing via price increases. 
But, because of the reasons given above 
in the discussion of the profit-maximizing 
merger, there is no logical necessity—or 
likelihood—that even the member en- 
visioning the most elastic demand will 
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“marginally” arrive at the decision that 
a full-cost price is the most profitable. 
All this points to the conclusion that, 
if full cost is a widespread cartel pricing 
practice, it is usually selected either be- 
cause cartel directorates and members 
are not logically reasoning ‘“marginal- 
ists,” or are not thoroughgoing margin- 
alists at all, or are impelled by reasons 
associated with the antitrust laws and 
the penalties threatened thereby. Some 
economists may object to this language 
and argue that—-since all marginal calcu- 
lations are subjective guesses and hunches 
—disagreement between two different 
calculators does not entitle either of the 
two to say that the other is not making 
logical or thoroughgoing use of marginal 
analysis. Stress upon the “subjectivity” 
of marginal calculations can go too far, 
however. If whatever decision a business- 
man makes is said to follow from applica- 
tion of marginal concepts, marginal- 
revenue theory does not have even the 
value that it possesses in the expanded 
version which includes vague hopes and 
fears within the revenue calculations. If 
the above analysis of cartel pricing is 
accurate, the conclusion stated at the 
beginning of this paragraph is justi- 
fied. While fear of legal penalties can 
be fitted into a broadened marginal-reve- 
nue theory, phraseology appears more 
helpful if the effects of the antitrust laws 
as such, rather than marginal revenue and 
elasticity of demand, are stressed. It is 
probable that in the United States the 
“legal” variety of explanation is an im- 
portant part of the truth. If firms’ full 
costs are approximately the same, a price 
agreement can be fairly effective yet 
also fairly effectively concealed.” It is 


* Machlup terms general adoption of full-cost 
pricing a “cartel device” even when the understand- 


ing is “informa! and tacit” and when the enforce- - 


ment agency of the cartel is merely “business ethics” 
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very doubtful, however, that the legal 
reasons for the adoption of full-cost pric- 
ing are the only ones. Perhaps the evi- 
dence on this point should be sought in 
England, where there are no antitrust 
laws and where much of the empirical 
evidence of oligopolistic full-cost pricing 
has been discovered.** 

Very likely both illogic and incomplete 
adherence to marginal reasoning form 
parts of an accurate explanation. In 
practice the two probably are very difii- 
cult to separate. The latter thesis of an 
“incomplete marginalism” seems to be 
the more satisfactory, however. Some 
businessmen believe, merely from pure 
prejudice, that full-cost pricing is “good” 
pricing. More hold some sort of mean- 
ingful marginal theory but are persuaded 
after a look at the situation that the 
variables are too many and too compli- 
cated to justify reliance upon completely 
independent decisions. Dependence of 
even this latter group upon such rules-of- 
thumb as iull cost is a result. 

This thesis is developed further in 
subsequent discussion of oligopolists’ 
making use of full cost as a criterion of 
demand-elasticity and in the analysis of 
the effects of cost changes upon such 
oligopolistic reasoning. 


(ibid., p. 543). Obviously such a “cartel” does not 
have a “directorate” and cannot undertake thor- 
oughgoing marginal analysis of the sort described 
above. That the term “cartel” should be expanded 
to cover examples of common behavior ascribable 
simply to common beliefs concerning either the wis- 
dom or rightness of certain policies is dubious. How- 
ever, the essential question here is not one of phrase- 
ology but of explanation. Is “business ethics” in 
such cases always—or usually—a disguise for an in- 
formal price agreement? Or do businessmen some- 
times—or usua!ly—arrive at the full-cost pricing de- 
cision without intending to use the decision as a | 
substitute for illegal conspiracy? To take either an- 
swer for granted is to evade the issue. 


"3 R. L. Hall and C. J. Hitch, op. cit. 
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III 


Machlup’s explanation of oligopoly 
use of average cost as a criterion of 
elasticity of demand" is also unsatisiac- 
tory because of its incompleteness. His 
opening assumptions rule out ihe heart 
of the question, since he assumes that 
oligopolists have already decided upon 
full-cost pricing: “In the absence of any 
cartel arrangements he will have to count 
on his competitors to expand their busi- 
ness at his expense if he ventures to raise 
selling price above average cost”’ (italics 
mine). “The supply from competing 
sources will depend upon their actual or 
potential cost of production.” In this 
last sentence, of course, “actual cost” 
must be interpreted to mean “full cost,” 
or marginal cost and full cost must be 
assumed to be equal," or Machlup’s 
conclusions do not follow. 

Now, if we assume that oligopolists 
initially quote a price equal to full cost, 
that no oligopolist experiences a change 
in his cost schedule, and that demand 
does not increase so greatly as to “push 
marginal cost across the price line,” the 
conclusion that oligopolists can use full 
cost as a criterion of elasticity of demand 
follows inevitably enough. Each firm is 
afraid that if it raises price above the 
existing, full-cost level, the other firms 
will decide not to follow; but that if it 
lowers price below full cost, the other 
firms will follow and that revenue will 
not be gained thereby. However, it is 
not full cost per se but rather full cost as 


“ Ibid., pp. 543-44. 


‘This assumption would require still another 
equality: full cost and least cost, since marginal 
cost is less than average cost at any output short of 
the purely competitive long-run “optimum.” And, 
as has been pointed out above, the odds are over- 
whelmingly against an equality of full and least cost 
if full cost is an approximation of price. Full cost will 
almost certainly be greater. 


@ synonym for price which is signi- 
ficant in the above example. This can 
be shown by changing the opening as- 
sumption of cost-price equality. 

Assume now an initial price greater 
than full cost. The ensuing developments 
have been partly described in the previ- 
ous discussion of cartel price. If price re- 
mains above full cost for a lengthy 
period, new firms will enter the field and 
there will be a price fall and/or cost rise. 
However, even if a cartel directorate 
comprised of the managers of the vari- 
ous firms would decide that price should 
be lowered to full cost to prevent new 
firms from entering the field—and it 
would not necessarily decide this, as has 
been pointed out above—the individual 
oligopolists cannot make price decisions 
for themselves on the assumption that 
their decisions will be accepted by the 
industry. Even if they believe that the 
high price will attract new firms into the 
field, they may fear that an opening 
price reduction will be followed by cut- 
throat pricing that will mean great 
losses for everyone. If, as is usually the 
case, they look around and see that their 
competitors have considerable unutilized 
plant capacity capable of turning out ad- 
ditional output at a marginal cost well 
below full cost, the fear of a price war 
may well be so great that the fear of new 
entrants into the field is completely over- 
shadowed. Of course, if the oligopolists 
believe that their competitors share a 
strong prejudice against cutting price be- 
low full cost, some of them may be 
willing to take the risk and hazard a price 
reduction. The existence of such a 
stabilizing element cannot be deduced 
from purely marginal theory.” (It should 


*6Machlup terms the existence of a general 
“prejudice” against reducing price below full cost 
“in effect” a cartel. See above, n. 12; also the dis- 
cussion under question 5. 








be repeated and emphasized that oligo- 
polists, reasoning like marginally minded 
monopolists, would not necessarily— 
indeed, would not probably—lead to a 
full-cost price here.) 

Next, let us assume that the oligopo- 
lists quote an opening price which is 
lower than full cost. Marginal theory 
still provides no deductive evidence that 
the firms can use full cost as a criterion 
of demand elasticity. Indeed, as long as 
the firms act as oligopolists, presumably 
they are afraid to move price in either 
direction and wait for losses to force con- 
traction. Some daring member of the 
industry may before then decide to 
“stick out his neck” and hope that the 
others will follow him in a price rise, but 
there is nothing in marginal theory itself 
which promises this. There is, also, of 
course, the possibility of a price agree- 
ment or of complete moving away from 
oligopoly. But, in this case as well as in 
the previous example, there is no logical 
necessity—or probability—that _ strict 
marginal reasoning would lead to a price 
equal to full cost. 

Now all this is not to deny that margi- 
nal-revenue theory (broadly defined) 
has considerable validity as an explana- 
tion of the oligopolists’ behavior. But 
it is argued (1) that the elasticity-of- 
demand explanation is a decidedly in- 
complete explanation of oligopolistic 
full-cost pricing and (2) that if, for some 
nonmarginal reason, price has been set 
at the full-cost level, then—during the 
period while the price remains un- 
changed—that nonmarginal reason‘? is 
in a sense the fundamental explanation 
of the price. 


*7 Such as, perhaps, a prejudice in favor of adding 
a traditional percentage markup to average variable 
cost. 
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IV 


The fourth question raised at the start 
of this paper (concerning the decisions 
responsible for the initial oligopoly price) 
has already received consideration in 
our discussion of the nature of “average 
cost.” Little additional comment can be 
offered here. Marginal reasoning leading 
to a decision on initial price necessarily 
involves circularity—but this conclusion 
does not imply the additional one that 
for this reason marginal analysis is an 
invalid explanation. Circular reasoning 
is probably one of the most common 
types of business thinking in this largely 
oligopolistic economy. As has been stated 
above, however, the initial price de- 
cisions cannot meaningfully be explained 
by reference to the use of average cost as 
a demand-elasticity criterion. And em- 
pirical evidence seems to indicate that 
nonmarginal elements are at least fairly 
important supplements to the circular 
marginal analysis. 


V 


A final reason for doubting that a 
price approximating average cost can be 
adequately explained by reference to use 
of the latter figure as a criterion of de- 
mand-elasticity is found in the reaction 
of seemingly oligopolistic firms to gen- 
eral cost increases. When cost increases 
are general enough, they appear usually 
to lead to price increases,"* even when 
there is no evidence of cartelization or 
price leadership in the ordinary senses of 
those two terms. 


8 A thoroughgoing average-cost theory implies, 
of course, that a firm raises its price even if cost in- 
creases are not general (if merely that one firm expe- 
riences a rise in costs). Obviously, the economists 
who stress the “independent” importance of average 
cost do not intend their remarks to be interpreted in 
this way. 
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Now, if oligopolists reasoned like 
monopolists, a price rise resulting from a 
cost increase would quite naturally be 
expected. Empirical evidence suggests, 
however, that the most common market 
situation is that of oligopolists afraid to 
raise price because of the fear that the 
price rise will not be followed. The will- 
ingness of firms to raise price when cost 
is increased, therefore, seems to require 
some explanation supplementary to mar- 
ginalism. Such an explanation could be 
found in a strong business prejudice that 
full-cost pricing is profitable pricing, 
since such a prejudice would increase the 
willingness of individual oligopolists to 
“stick out their necks” by giving them 
added confidence that their moves would 
be imitated.*® 


’ This is not meant to imply that if, say, tax 
costs were reduced the oligopolists would usually re- 
duce price by the amount of the cost decrease. Aver- 
age-cost reasoning probably cannot be carried that 
far. 


Machlup prefers to term such willing- 
ness to move price up along with cost 
evidence of an informal cartel agree- 
ment. (“The general adoption of an 
average cost rule is in effect a price agree- 
ment among the members of the particu- 
lar industry.’’)*? Other economists may 
also prefer to use Machlup’s terms; and 
phraseology as such is not important. 
However, admission that belief in the 
“properness” of full-cost pricing is “in 
effect” a price agreement is not incon- 
sistent with contention that, if such a 
belief exists, it is evidence of the incom- 
pleteness of marginal theory. Moreover, 
as has been pointed out above, strict 
marginal logic does not point to the in- 
evitability—or even probability—of even 
a marginally minded and profit-hungry 
cartel directorate’s selecting a full-cost 
pricing policy. 

UNIversITY OF NorTH CAROLINA 


2 Ibid., p. 543; also see above, n. 12. 














VOLUME OF SAVINGS, QUANTITY OF MONEY, 
AND BUSINESS INSTABILITY 


CLARK WARBURTON 


ERE is a substantial body of opin- 
ion among economists that lack of 
adjustment between the desire or 

attempt of individuals to save and the 
decisions of business executives to use 
savings for capital purposes leads to 
business instability. The tendency to 
save, under the influence of inequality in 
the distribution of income, is assumed to 
be excessive relative to business invest- 
ment. The validity of this undercon- 
sumption or oversaving theory of busi- 
ness depression has been the subject of 
controversy for more than a century.’ 
During this time much controversy has 
also existed regarding the validity of the 
quantity theory of the value of money. 
However, the relation of the two theories 
to each other has never been adequately 
explored, and the statistical data avail- 
able in recent years bearing on both 
theories and their relation to each other 
have largely been overlooked by con- 
temporary economists. 

In this paper the relation of the vol- 
ume of saving to the quantity of money, 
and the bearing of that relationship upon 
business instability, are approached from 
the point of view of the circuit flow of in- 
come and its utilization. For this pur- 
pose it is necessary to use concepts of in- 

*A concise statement of the process by which 
an excessive tendency to save is assumed to cause 
business instability, together with reference to the 
chief proponents of the underconsumption or over- 
saving theory of the business cycle, is given in 
Sherwood M. Fine’s Public Spending and Post- 
war Economic Policy (New York: Columbia Uni- 
versity Press, 1944), pp. 29-31. In a recent article 
Frank A. Fetter has mentioned other supporters of 
the oversaving theory and attributes its origin to 
the Earl of Lauderdale, a younger contemporary 
of Adam Smith (“Lauderdale’s Oversaving Theory,” 
American Economic Review, XXXV, No. 3 [June, 
1945], 263-83). 
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come flow and of the value of the output 
of the economy which are broader than 
the traditional net national income. Use 
is made of the concept of gross income 
flow which is similar to, but not perfectly 
identical with, the gross national prod- 
uct, as now estimated by the Depart- 
ment of Commerce. Gross income flow 
is defined as the amount which the people 
of the nation, as individuals and as 
owners and managers of business enter- 
prises, have available for consumption 
purposes, business capital purposes in- 
cluding replacement, and the support of 
government.’ 


INFLUENTIAL FACTORS IN THE VOLUME 
OF SAVINGS BY INDIVIDUALS 


Savings of individuals must be em- 
bodied in obligations of other segments 
of the economy—business obligations in- 
cluding equity capital accounts, govern- 
ment obligations, or monetary obliga- 
tions of the banking system. There is no 
other form in which individuals can save 
except for the acquisition of stocks of 
consumers’ goods which may be excluded 
from consideration in this article.’ The 


2 Estimates of the amount of gross income flow, 
and of its components and its utilization, in 1941 
and 1942 are given in my article, “The Relation of 
Government Financing to Gross Income Flow,” 
Survey of Current Business, XXIII, No. 4 (April, 
1943), 17-22. The same concept was used under the 
term “available income” in my “Accounting 
Methodology in the Measurement of National 
Income,” Studies in Income and Wealth (New 
York: National Bureau of Economic Research, 
1937), I, 93-97. 

3 The banking system is defined to include Feder- 
al Reserve banks, commercial banks, mutual sav- 
ings banks, the postal savings system, and Treas 
ury currency issue. “Monetary obligations” of the 
banking system is defined to include all bank de- 
posits and currency other than amounts due to or 
held by the banking system, and all such obligs- 
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total amount of savings by individuals 
therefore cannot exceed the net total ex- 
pansion in these three types of obliga- 
tions, adjusted for change in the in- 
debtedness of individuals to the mone- 
tary system. Conversely, since the net 
total increase in the obligations of busi- 
ness enterprises, government, and the 
monetary system, similarly adjusted, 
must be taken by individuals, savings of 
individuals cannot be less than that 
amount.‘ 

To restate this proposition in slightly 
different form, the aggregate amount of 
savings of individuals is controlled by 
the interactions of two sets of forces, of 
which either set appears adequate for 
determination of the amount. On the 
one hand, individuals divide the income 
they receive between (a) consumption 
expenditures and taxes and () savings 
which they invest in business or govern- 
ment or retain in cash. On the other 
hand, business enterprises decide how 
large will be the capital or investment 
funds they will seek to obtain (in addi- 





tions are included in the term “cash balances” of 
the economy. However, investment in bank capital 
is thought of as a business investment, and liabilities 
not classified as deposits or currency may be thought 
of as ordinary business liabilities. This involves the 
conceptual treatment of a portion of the assets of 
the banking system equal to its capital accounts 
and miscellaneous liabilities as assets of business 
enterprises and of all other bank assets as those of 
the monetary system. 

Ownership of a home, like the operations of 
many nonprofit associations, is treated conceptu- 
ally as a business enterprise. The homeowner is 
thought of as a real estate company having a single 
house as its sole asset and renting it to himself. 
That is, increased equity in a home, by a down pay- 
ment on its purchase or by payment on a home loan, 
is treated as an investment in a business enterprise. 
This treatment is in accord with the customary prac- 
tice of including imputed rent on homes occupied 
by their owners in calculation of national income. 


‘ The net change in indebtedness of individuals to 
business enterprises and government is assumed to 
be taken into account in calculating the net ex- 
pansion in obligations of those segments of the 
economy. 


tion to the amount they retain in undis- 
tributed profits and depreciation and re- 
lated allowances); the government de- 
cides how much it will borrow; and the 
banking system decides, through the 
volume of assets which it acquires, how 
much increase will occur in the cash bal- 
ances of the economy. The banking sys- 
tem, in acquiring assets, may provide 
part of the investment funds sought by 
business and part of the loans sought by 
government. The net expansion in the 
obligations of business, government, and 
the monetary system available for the 
savings of individuals may therefore be 
expressed as: (a) the sum of borrowings 
and equity financing of business (other 
than from undistributed profits and de- 
preciation and related allowances), bor- 
rowings of government, and assets ac- 
quired by the monetary system other than 
loans to individuals, business, and gov- 
ernment; or (6) increase in assets of the 
monetary system other than loans to in- 
dividuals plus borrowing and equity- 
financing by business and government 
in excess of their borrowings from the 
monetary system. 

If, therefore, to use an extreme ex- 
ample, in a given year business accepts 
no funds for capital purposes except 
those retained in the form of undistribut- 
ed profits and depreciation and related 
allowances, if government has no desire 
to increase its outstanding debt, and if 
the banking system shows no disposition 
to increase the volume of its assets, the 
maximum amount of individuals’ sav- 
ings approaches zero. Or, to use another 
example which more closely resembles 
the actual situation in the early 1930’s, 
if business and government have a rela- 
tively slight desire to borrow or to ob- 
tain additional investment funds from 
individuals, and if the banking system is 
contracting the volume of cash balances 
in the economy through collection of 
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loans, disposal of securities, and bank 
closings, the maximum amount of indi- 
vidual savings tends to be negative re- 
gardless of the efforts of individuals to 
retain their habit of saving a portion of 
their incomes.’ 

This limitation on the volume of sav- 
ings by individuals is the origin of the 
widely recognized economic dilemma 
that the people of the nation, as indi- 
viduals and business enterprises, may 
attempt to save more than the business 
enterprises of the nation utilize for capi- 
tal purposes and is the basic fact under- 
lying the oversaving theory of business 
depression and the search of contempo- 
rary economists for adequate “outlets 
for” or “offsets to” savings. However, 
this theory of the origin of business de- 
pression and the emphasis on “offsets to 
savings” give inadequate consideration 
to the nature of the savings adjustment 
processes of the economy operating 
through the quantity of money and 
changes in the price level. 


RELATION OF A GOVERNMENT DEFICIT 
TO THE VOLUME OF SAVINGS 


Before considering the role of the 
quantity of money and of the price level 
in this savings “dilemma,” a few com- 
ments may be made regarding the most 
popular current “solution” of the dilem- 
ma, namely, a compensating or perpetual 
government deficit. A government deficit 
does ‘“‘solve” the problem by providing a 
sufficiently large ‘“‘outlet” for savings. In 
fact, as our wartime experience has 
shown, it may oversolve the problem in 
the sense that it may result in a volume 


5 Allowance must be made for the possibility 
that individuals may save in the form of repayment 
of debts to or direct purchase of assets from the 
other segments of the economy. This is possible, 
however, only if the business segment of the 
economy uses for capital purposes (replacement 
and expansion combined) less than the amount of 
profits and depreciation and related allowances 
retained (on their books) for these purposes. 


of savings far exceeding the amount 
which individuals and business normally 
attempt to save. This result follows from 
the fact that, either directly or indirectly 
through the monetary system, the entire 
government deficit (adjusted for loans 
to, or equity investment by, government 
in business and for change in the cash 
balance of the Treasury) necessarily ap- 
pears in the savings of individuals to- 
gether with the portion of undistributed 
income and depreciation and related al- 
lowances of business not used for capital 
purposes. 

In reality, however, this solution is an 
illusion resulting from defective account- 
ing procedure. A government deficit en- 
tails an obligation on the people of the 
nation, as taxpayers, to repay at some 
future time an identical amount to the 
government—even though the maturity 
dates and the distribution of this obliga- 
tion among the various enterprises and 
individuals of the nation are unstated 
and unknown. If our accounting pro- 
cedure were corrected to take account of 
the obligations of taxpayers, the stu- 
pendous volume of “savings” in wartime 
would disappear. The simple fact is that 
our accounting procedure, derived from 
the indefiniteness of taxpayers’ obliga- 
tions, translates a major part of the cost 
of war, or of other government activities, 
into “savings.”’ This has long been rec- 
ognized in economic theory but seems to 
have been forgotten by the advocates of 
“deficit spending.” 

However, the drastic change in the 
proportion of income saved by individu- 
als—as measured under our existing ac- 
counting procedure—which resulted from 
the huge wartime government deficit, 
suggests that the bundle of habits of in- 
dividuals sometimes called the “propen- 
sity to consume” is in fact a much less po- 
tent force bearing upon the volume of 
savings than the decisions of the busi- 
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ness and governmental segments of the 
economy. Whatever the character of the 
savings habits of individuals, the aggre- 
gate amount of savings of individuals is 
dominated by business decisions regard- 
ing capital expansion and replacement 
and government decisions regarding ex- 
penditure and revenue. Also, the habits 
of individuals regarding the portion of 
their current savings retained as an in- 
crease in cash holdings, and their liquid- 
ity-preference, are far less potent forces 
bearing on the quantity of money they 
hold than are the decisions of bankers 
and the central bank and other govern- 
mental policies which influence the de- 
cisions of bankers. The division of the 
aggregate amount of savings between 
business and government securities and 
equities, on the one hand, and cash bal- 
ances, on the other hand, is dominated by 
the decisions of the banking system re- 
garding the volume of its assets. 

But, if we were able to adjust our ac- 
counting processes to the realities of tax- 
payers’ obligations, the government defi- 
cit which enters into the savings of busi- 
ness and individuals would be offset by 
taxpayers’ liabilities, the fiscal (revenue 
and expenditure) decisions of the gov- 
ermment would be neutralized, and we 
would be reduced to the conclusion that 
the aggregate savings of individuals are 
dominated by business decisions respect- 
ing the funds they need for capital ex- 
pansion and replacement. The deficit- 
spending solution of the problem of ade- 
quate “offsets” for savings is in essence 
an accounting mirage which produces 
“savings” by placing a savings label on 
current government expenditures. 


RELATION OF SAVINGS TO 
BUSINESS INSTABILITY 


If the aggregate savings of the nation 
(after adjustment for the accounting 
translation of the cost of war or other 


government activities into “savings’’) is 
in fact dominated by business decisions 
regarding funds needed for capital ex- 
pansion and replacement, the oversaving 
theory of the origin of business depres- 
sions, in the form which emphasizes the 
“propensity to consume” and the dis- 
tribution of income, would appear to be 
untenable on the ground that it reverses 
the dominant causal sequence. Referring 
to the 1920’s and 1930’s, to which this 
theory of business fluctuations is most 
frequently applied, if people oversaved 
in the 1920’s this must have been be- 
cause business spent too much for capital 
expansion and replacement, and if they 
undersaved in the 1930’s it must have 
been because business spent so little for 
capital expansion and replacement. If 
savings were as adjustable to business 
expenditures for capital expansion and 
replacement as the wartime experience 
shows them to be adaptable to govern- 
ment borrowing, we should focus atten- 
tion, in searching for the sequence of 
events and causation leading from pros- 
perity to deep depression, less on the 
volume of savings customarily made or 
attempted by individuals and more on 
the reasons for the decline in the amount 
of business expenditures for capital ex- 
pansion and replacement.°® 

However, if the volume of savings by 
individuals is in fact adapted to business 
and government decisions, there must be 
a compensating adaptability either in 
their consumption expenditures or in the 
amount of their income. In any event, 
regardless of whether the propensity to 

6 Recognition of this fact presumably underlies 
Alvin H. Hansen’s theory of secular stagnation. 
However, other economists who have examined the 
pertinent data have concluded that evidence for 
such stagnation is lacking. See George Terborgh, 
The Bogey of Economic Maturity (Chicago: Ma- 
chinery and Allied Products Institute, 1945); and 
Martin V. Jones, “Secular Trends and Idle Re- 


sources,” Journal of Business, Vol. XVII, No. 4 
(October, 1944), Part 2. 











save is regarded as a strong or as a weak 
force relative to business, governmental, 
and monetary decisions, the mutual 
adjustment of the savings decisions of in- 
dividuals to decisions of other segments 
of the economy takes place through an 
adjustment mechanism which has not 
been given sufficient attention. 


THE SAVINGS ADJUSTMENT MECHANISM 
UNDER THE CONDITION OF NOR- 
MAL MONETARY EXPANSION 


The adjustment mechanism by which 
the volume of individual savings, on the 
one hand, and business takings of in- 
vestment funds, or such takings plus the 
government deficit, on the other hand, 
are adjusted to each other has three prin- 
cipal parts—variability in the rate of in- 
terest, variability in the price level of the 
current output of the economy, and varia- 
bility in property values. All these, in 
turn, are related to variability in the 
quantity of money, and their character 
cannot be adequately described without 
assumptions first being made regarding 
the quantity of money. For clarity in the 
discussion, the assumption is made that 
government expenditures equal revenue, 
so that the government has neither a 
deficit nor a surplus. 

In the following description of the 
savings adjustment mechanism, three 
separate assumptions are made regard- 
ing the quantity of money, which are de- 
scribed, respectively, as normal mone- 
tary expansion, monetary deficiency, and 
excessive monetary expansion. Normal 
monetary expansion is defined as a rate 
of monetary expansion in accord with 
the sum of the trend-rates of three socio- 
economic developments: growth in popu- 
lation, growth in productive capacity per 
capita, and changes in habits of use of 
money by business and _ individuals.’ 


7The most important element in change in 
habits of use of money appears to be the desire of 
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Monetary deficiency may be either 
monetary contraction or a rate of ex- 
pansion less than normal, and excessive 
monetary expansion is a rate of expan- 
sion greater than normal. 

The existence of normal monetary ex- 
pansion, or a condition approximating 
normal monetary expansion, was a basic 
assumption, though frequently made im- 
plicitly rather than explicitly, in the in- 
terest rate theory developed in the eight- 
eenth and nineteenth centuries. If the 
quantity of money (i.e., total amount of 
the circulating medium) keeps pace with 
the growth in population, the progress of 
applied technology, and changing mone- 
tary habits, and is thus neutral in its 
effects upon the price level—the argu- 
ment ran—the forces of competition will 
produce a “natural” rate of interest 
which will rise and fall in accord with the 
demand for loans and new equity capital 
and with the supply of savings offered in 
the loan and capital markets. The varia- 
tions in this natural rate of interest will, 
in turn, reverberate upon demand and 
supply—rising rates tending to check 
the demand for loans and to increase 
savings and lower rates tending to open 
up new uses for capital and to reduce the 
stimulus to save. Variations in the inter- 
est rate will therefore act as a mechan- 
ism altering the division of the total 
product of the economy between con- 
sumers’ goods and services, on the one 
hand, and capital goods, or business capi- 
tal formation, on the other. This natural 
rate of interest, it was also believed, will 
tend to fall, over a period of time, as @ 


people to hold larger stocks of money relative to 
their use of money, as time goes by, just as they 
hold larger stocks of clothing and other goods as 
they become more affluent. This tendency may, at 
times, be partially offset or more than offset by 
alterations in the efficiency of money resulting from 
developments in transportation and communication, 
business organization, and techniques of bank ac- 
counting and check clearing. 
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result of the accumulation of capital re- 
sources and may approach but will never 
reach zero. The natural interest rate to 
which this argument applied is, of course, 
a “pure” or “net” rate after taking out 
the insurance (remuneration for risk) 
and managerial elements in market rates 
of interest. 

To this theory that the natural inter- 
est rate, determined by the forces of de- 
mand for capital and supply of savings, 
acts as an adjustment mechanism in 
equating (subject to investment expenses 
returning directly to the income stream) 
the amount of savings of individuals with 
business takings of investment funds, 
the objections have been made (a) that 
on the demand side the “pure interest” 
element in market rates of interest is not 
a sufficiently large part of business costs 
to affect significantly the plans of busi- 
ness enterprises for capital expansion and 
(b) that on the supply side the amount 
of savings is not much affected by change 
in the interest or profits obtainable 
through investment in business enter- 
prises. Whatever the rate of interest— 
this line of argument runs—the aggre- 
gate savings of individuals, or at least 
the amount they attempt to save, is 
likely at times to exceed the sum which 
the business segment of the economy 
needs or will accept for capital purposes. 
The difference is therefore held by indi- 
viduals in the form of hoards or idle cash, 
and the sum of consumers’ expenditures 
and business expenditures for capital 
purposes is less than the current value of 
the output of the economy—-so long as 
that value is the same as in the previous 
Stage in the circuit flow of money, since 
the value of output in the previous stage 
is the amount which is now being divided 
among consumers’ expenditures, busi- 
hess capital formation, and “idle” money. 
Business must reduce its output or its 
prices; in either case the prospects for 


profit are reduced, business expenditures 
for capital purposes are further reduced, 
and the familiar downward spiral of a 
business recession results. The ensuing 
depression is therefore viewed as the re- 
sult of oversaving or of an excessive 
tendency to save. 

With the relative abundance of statis- 
tical data available in recent years, it 
should be possible to marshal a consider- 
able amount of factual data bearing di- 
rectly on the traditional theory that the 
natural interest rate is an adequate 
mechanism for adjusting to each other 
the volume of individual savings and 
the volume of business takings of invest- 
ment funds and, therefore, for dividing 
the full output of the economy between 
consumers’ goods and services, on the 
one hand, and capital expansion, on the 
other; and on the objections to this the- 
ory. However, in examining the available 
data, it is necessary to keep in mind the 
characteristics of the theory and of the 
data listed below. 


First, the traditional theory is valid only 
if the quantity of money, or circulating medium, 
is maintained, so that the idle money is in 
existence and is really held idle by individuals 
or business enterprises. 

Second, the volume of idle money is not 
revealed directly by any available statistical 
data on the quantity of money or its owners, 
but its presence shows up in data reflecting the 
velocity or rate of circuit flow of money. 

Third, the only currently published data 
regarding the velocity of money—the rate of 
turnover of bank deposits, or ratio of debits to 
deposit accounts to the average amount in those 
accounts—does not provide information re- 
garding the circular velocity of money asso- 
ciated with the production and delivery to 
final purchasers of the output of the economy. 

Fourth, variations in the circular velocity 
of money should be viewed as of two types: 


® Bank debits include payments associated with 
property transfers and contracts of indebtedness, 
and the amount of such payments is both large and 
variable relative to payments associated with the 
production and delivery to final purchasers of the 
output of the economy. 
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(a) those reflecting the situation described in 
the objections to the traditional interest-rate 
theory; and (b) changes in the monetary habits 
of users of money arising from causes other than 
the failure of the business segment of the econo- 
my to take the savings which individuals make 
available. That is, a reduced circular velocity 
may be looked upon as the holding of savings 
in cash rather than in the form of capital in- 
vestments merely because such investments 
are not available, or simply as a desire to hold 
more cash reserves for emergency and future 
spending, just as people hold more goods of 
various types as they become more affluent. 

Fifth, when a reduction in the circular 
velocity of money, or its reverse ratio, the hold- 
ing of larger amounts of money relative to ex- 
penditures by final purchasers for the output of 
the economy, is factually observed, the circum- 
stances must be examined to see which of these 
two types of change in circular velocity has 
occurred. 

Sixth, if lack of equality between the amount 
of savings, or the propensity to save, and busi- 
ness takings of investment funds does, in ac- 
cordance with the oversaving theory, result in 
periodic business depression, or occurs with a 
“secular stagnation,” it will show up in sta- 
tistical form in a reduced circular velocity in the 
early stages of the depression or stagnation. A 
tendency of the population to hold larger cash 
balances because of change in monetary habits 
is more likely to be reflected in a gradual de- 
cline, or secular trend, in circular velocity 
running through periods of prosperity as well 
as depression. 

Seventh, to the extent to which a change in 
monetary habits is expressed in a gradual de- 
cline, or secular trend, in circular velocity of 
money it is the third element (the other two 
parts being the growth in population and the 
progress of applied technology) involved in 
“normal monetary expansion.” 


The transition from the prosperity of 
the 1920’s to the great depression of the 
1930’s is a period which should throw 
some light on the validity of the oversav- 
ing theory of business depression and the 
validity of the objections to the tradi- 
tional theory of variability of the inter- 
est rate as an adjusting mechanism for 
bringing about the necessary equality be- 
tween the savings of individuals and 
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business takings of investment funds, 
Annual data for the period 1919-43 per- 
tinent to the problem have been present- 
ed elsewhere in two forms: (a) the ratio 
of aggregate expenditures by individuals 
for consumers’ goods and services and 
taxes to the average amount of money 
held by individuals and (6) the ratio of 
aggregate expenditures by individuals 
and business for final products of the 
economy to the average amount of 
money held by business and individuals.’ 
Quarterly figures for the latter of these 
two ratios, seasonally adjusted, and for 
ratios of the value of all delivered final 
products to the total cash balances in 
the economy, have also been published.” 

When these data are examined, the 
circular velocity of money associated 
with business and individuals’ expendi- 
tures for final products of the economy is 
found to have a downward trend 
throughout the period since 1918, though 
some notable deviations from the trend 
occur. When this trend is combined with 
the trend in the volume of production 
(or the combined trends in population 
and production per capita) to provide an 
estimate of normal monetary expansion, 
the data are in a form for scrutiny to see 


*“Monetary Expansion and the Inflationary 
Gap,” American Economic Review, XXXIV, No. 2 
(June, 1944), 303-27; and “The Volume of Money 
and the Price Level between the World Wars,” 
Journal of Political Economy, LIII, No. 2 (June, 
1945), 150-63. Adequate data for years prior to 
1919 are not available. In fact, the ratio of expendi- 
tures by individuals to their cash balances is avail- 
able only back to 1927; and for the period since 
1927 it is necessary to include cash balances of un- 
incorporated business enterprises with those of 
individuals. 

7° “Quantity and Frequency of Use of Money in 
the United States, 1919-45,” Journal of Political 
Economy, LIV, No. 5 (October, 1946), 436-59. 
These two quarterly ratios differ significantly from 
each other during World War II because of the 
enormous volume of war expenditures which does 
not appear in the taxes paid by business and indi- 
viduals, but for the remainder of the period show 
similar movements. 
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whether they conform with the assump- 
tions of the oversaving theory of busi- 
ness depression.” 

Two pertinent conclusions emerge 
from this examination of data for the 
1920's and 1930’s: (1) that the circular 
velocity of money did not drop signifi- 
cantly below its trend until the latter 
half of 1930; and (2) that during the pe- 
riod of prosperity in the middle of the 
1920's the quantity of money did in fact 
grow approximately in accord with the 
calculated rate of normal monetary ex- 
pansion, but that this growth stopped in 
the middle of 1928 and was followed a 
year later by severe monetary contrac- 
tion. The data therefore indicate that 
monetary deficiency preceded the onset 
of the depression by about a year, while 
reduction in the circular velocity of 
money lagged about a year behind the 
onset of the depression. These facts seem 
to me to be irreconcilable with the over- 
saving hypothesis of the origin of the de- 
pression, whether viewed as a periodic 
phenomenon or as the appearance of the 
effects of secular stagnation. 

The data suggest also that the objec- 
tions which have been raised to the tradi- 
tional theory of variability in the inter- 
est rate as an adequate adjusting mech- 
anism, under the condition of normal 
monetary expansion, for equating sav- 
ings and business takings of investment 
funds may be invalid or of less impor- 
tance than has been believed by econo- 
mists in recent years. The facts are con- 
sistent with the traditional assumption 
of the role of interest rates in economic 
adjustments. 

Before leaving this discussion of the 
savings adjustment mechanism under 

“For a comparison of the actual quantity of 
money in the 1930’s with the amount under the 
condition of “normal monetary ion” see 
Table 3 in “Normal Production, Income, and Em- 
Ployment, 1945 to 1965,” Southern Economic Jour- 
nal, XI, No. 3 (January, 1945), 219-45. 


the condition of normal monetary ex- 
pansion, brief comments may be made 
on the other two parts of this mechanism, 
namely, variability in the price level of 
the current output of the economy and 
variability in property values. With re- 
spect to the first, the condition of normal 
monetary expansion is assumed to pro- 
vide a comparatively stable price level of 
the output of the economy, and the 
validity of this assumption is supported 
both by recent developments in economic 
theory in mathematical form and by 
analysis of the statistical data pertaining 
to the period since World War I.” Sta- 
bility of the price level is, for two reasons, 
an essential part of the conditions under 
which variability in the interest rate was 
assumed by nineteenth-century econo- 
mists to be effective in adjusting the 
volume of savings and business takings 
of investment funds to each other with- 
out undue disturbance to the total out- 
put of the economy. First, without price- 
level stability, as has been pointed out 
many times, differences in business costs 
and prospective changes in business 
profits due to changes in interest rates 
are so greatly overwhelmed in magnitude 
by changes in costs and prospective 
profits due to price changes that those 
due to variations in the rate of interest 
are relatively unimportant. Second, sta- 
bility in the general level of prices is 
necessary to introduce into some parts 
of the economy better profit prospects 
to counterbalance the prospects for 
poorer profits resulting from the accumu- 
lation of capital equipment and reduced 
prices in other parts of the economy. This 


%2 For the developments in theory see Franco 
Modigliani, “Liquidity Preference and the Theory 
of Interest and Money,” Econometrica, XII, No. 1 
(January, 1944), 45-88; and my “Monetary Theory, 
Full Production, and the Great Depression,” 
Econometrica, XIII, No. 2 (April, 1945), 114-28. 
For the statistical data see the references cited in 
nn. 9 and 11. 
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is particularly important at such a time 
as the close of the 1920’s, when a period 
of adaptation to a new mode of transpor- 
tation with an accompanying large vol- 
ume of construction and wide margin of 
profit in the construction and related in- 
dustries, was drawing to a close and both 
reduction of output and reduced prices 
in a large segment of the economy were 
thereby in prospect. 

Variability in property values is also 
a more important part of the process of 
adjustment of the volume of savings to 
business takings of investment funds 
than has been generally realized either 
by economists in recent years or by the 
more orthodox theorists of the nine- 
teenth and early twentieth centuries. 
This factor also comes into operation at 
periods such as the latter part of the 
1920’s, when fulfilment of a special de- 
mand for capital goods or the changing 
character of consumer demand, or both, 
operate to reduce the volume of business 
takings of investment funds without im- 
mediately changing the savings habits of 
individuals. Under such circumstances, a 
reduction in the volume of business tak- 
ings of investment funds for use for capi- 
tal formation should be immediately re- 
flected in a reduced rate of interest, 
which has not only the result of opening 
up new uses for capital that were pre- 
viously unprofitable but also the result of 
raising the value of existing income- 
yielding property. The latter result is, of 
course, due to the competition of holders 
of savings of individuals (regardless of 
whether such holders are the savers or 
financial intermediaries other than banks 
of deposit) for income-yielding property. 

The increase in the capitalized value 
of existing income-yielding property has 
two results which are of substantial aid 
in adjusting to each other the volume of 
savings and the volume of business tak- 
ings of investment funds. First, the en- 


larged current differential between the 
value of existing capital goods and the 
cost of making more such goods rein- 
forces the direct effect of the reduced rate 
of interest on the stimulation of the use 
of capital goods in ways previously un- 
profitable. Second, reduction in the yield 
on existing property is necessary to pre- 
vent the discouragement of investment 
in new fields because the prospective rate 
of return to the lender of capital funds or 
to the enterpriser who borrows such 
funds, or both, is less than that currently 
available from purchase of existing prop- 
erties. That is, in order for the fall in the 
interest rate to be effective in stimulat- 
ing the use of savings by business in ways 
formerly unattractive, the value of exist- 
ing income-yielding properties must be 
adjusted to the same lower level of yields. 


THE SAVINGS ADJUSTMENT MECHANISM 
UNDER THE CONDITION OF 
MONETARY DEFICIENCY 


Monetary deficiency, as has been 
noted, may result from an absence of the 
normal rate of growth in the quantity 
of money, even though there is no actual 
monetary contraction. However, the 
operation of the savings adjustment 
mechanism under the condition of mone- 
tary deficiency is more readily described 
when actual monetary contraction is as- 
sumed. Monetary deficiency without 
contraction is a mild form of the same 
economic disease. 

The outstanding characteristic of 
monetary contraction is its immediate 
shrinking effect on the income stream or 
gross income flow. Unless a compensating 
acceleration of circular velocity occurs, 
the aggregate expenditures by final pur- 
chasers for the output of the economy 
must shrink in proportion to the degree 
of monetary contraction. If the normal 
volume of output is to be sold, the gener- 
al level of prices must fall in proportion 
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to the degree of monetary deficiency in- 
dicated by deviation in the quantity of 
money below its normal upward trend. 

Such a drop in the level of prices of the 
output of the economy, as is well known, 
is not likely to be immediately accom- 
panied by a corresponding adjustment of 
business costs, particularly labor costs, 
because of the influence of contracts and 
custom. The prospect for business profits, 
therefore, tends to be sharply reduced, 
and business plans for expansion are laid 
on the shelf regardless of whether inter- 
est rates are favorable. Instead, business 
feels compelled to discharge many em- 
ployees, and the familiar downward 
spiral of business recession is under way. 

Under these circumstances, a reduc- 
tion in the “pure” interest rate cannot 
function to adjust the volume of savings 
(and many individuals in the economy, 
of course, will still be saving) and busi- 
ness takings of investment funds to each 
other, because the prospective profit 
margin normally arising from the re- 
duced rate of interest is more than offset 
by increased risk of loss due to shrinking 
prices. Instead, it is business losses, to- 
gether with the elimination or sharp re- 
duction in savings by those individuals 
whose income has been cut off or re- 
duced, which brings about the adjust- 
ment. 

A comment may also be made here re- 
garding changes in circular velocity— 
other than the trend toward the holding 
of larger cash balances relative to ex- 
penditures—under the condition of 
monetary deficiency. At the beginning 
of the deficiency, at least if the business 
community has had no hint of its im- 
pending occurrence, some compensating 
acceleration of circular velocity may oc- 
cur because of forward commitments by 
business and instalment and charge 
purchases by consumers, which have 
been made with the expectation of con- 


tinuation of the normal volume of in- 
come flow, and also because of the reluc- 
tance of individuals with reduced in- 
comes, which they hope will be tempo- 
rary, to lower their scale of living and the 
time it may take to do so when they are 
convinced of the necessity. As forward 
commitments are met and individuals 
with reduced incomes spend in excess of 
those incomes, the cash balances of many 
business firms and individuals are re- 
duced to abnormally low figures. This is, 
of course, the necessary concomitant of 
monetary contraction, since such con- 
traction is per se shrinking cash bal- 
ances. These conditions are illustrated by 
the data for 1929, when the circular ve- 
locity of money was substantially above 
the trend and individuals held substan- 
tially smaller cash balances relative to 
their rate of expenditure at the end of 
the year than at the beginning. 
However, shrinking cash balances and 
shrinking incomes tend to make holders 
of money cautious and hesitant in an 
effort to conserve their dwindling cash 
reserves. Therefore, some time subse- 
quent to the beginning of monetary con- 
traction, the initial tendency for a com- 
pensating or partially compensating in- 
crease in circular velocity is replaced by 
a reduced circular velocity—thus adding 
another force to the downward spiral. 


THE SAVINGS ADJUSTMENT MECHANISM 
UNDER THE CONDITION OF EXCESSIVE 
MONETARY EXPANSION 


The results of excessive monetary ex- 
pansion have been so well described in 
histories of periods of great inflation that 
little additicnal comment is necessary 
here regarding the operation of the sav- 
ings adjustment mechanism under this 
condition. In brief, the forces operating 
under normal monetary expansion con- 
tinue to operate, but with certain modi- 
fications which are the reverse of the re- 
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sults of monetary deficiency. First, ex- 
cept for the possibility of a temporary 
slight decline below trend in circular 
velocity at the beginning of excessive ex- 
pansion, the expansion produces a corre- 
sponding enlargement of the income 
flow, either the volume of output or the 
price level is increased (probably both 
unless the economy was already operat- 
ing at a close margin to capacity), and 
business profits tend to be larger than 
usual. Second, at the beginning of exces- 
sive expansion, before these effects have 
shown up in an increased business de- 
mand for investment funds, the very 
fact of monetary expansion tends to keep 
the rate of interest low; but, as the pros- 
pect for profit increases, the demand for 
investment funds increases and interest 
rates rise. Third, in time—though this 
reaction may be considerably delayed if 
monetary expansion occurs under condi- 
tions of unavailability of many types of 
consumers’ goods and services, as in war- 
time—the circular velocity tends to 
rise, perhaps with great rapidity, and this 
accentuates the upward spiral. Fourth, 
the adjustment of the volume of savings 
and business takings of investment funds 
to each other takes place largely through 
the impact of price adjustments, with the 
influence of interest rate changes—as in 
the case of monetary contraction—tend- 
ing to be less significant. 


THE ROLE OF MONETARY POLICY IN 
THE SAVINGS ADJUST- 
MENT MECHANISM 


The strategic role of monetary policy 
in the smooth operation of the savings 
adjustment mechanism was generally 
recognized, or implicitly accepted, by 
economists for more than a century prior 
to World War I. However, much more 
reliance than has been justified was 
placed upon the automaticity of opera- 
tions of the banking system to perform 


this strategic role satisfactorily. In par- 
ticular, one characteristic of the opera- 
tions of the banking system, at a time 
(such as the latter part of the 1920’s) 
when the character of demand is chang- 
ing, has not been given sufficient em- 
phasis. With a monetary system based 
largely upon business and _ individual 
debt, there is a tendency under such cir- 
cumstances for the makers of the obliga- 
tions held in bank portfolios to repay 
those obligations rather than to renew 
them, and for this process to occur in 
advance of the full sequence of adjust- 
ments to the reduced-interest rate out- 
lined above in the description of the sav- 
ings adjustment mechanism under con- 
tions of normal monetary expansion. 
There is therefore a possibility that the 
sequence of those adjustments will be 
summarily interrupted by monetary de- 
ficiency." 

Under any circumstance the banking 
system occupies an exceedingly strategic 
position in the mutual adjustment of the 
volume of savings, business takings of 
investment funds, the rate of interest, 
and the level of prices. This is because, on 
the one hand, the banking system can en- 
ter the capital markets with no money— 
it creates money by the act of purchasing 
securities or other property or by making 
additional loans; and, on the other hand, 
by selling assets or by receiving pay- 
ments on loans and refraining from mak- 
ing an equivalent purchase of other as- 
sets, the banking system performs the 
black-magic vanishing act of making 
money disappear into nothingness. It is 
the circumstances discussed in the pre- 
ceding paragraph under which bankers 
are most likely, by their own decisions 
or by their response to central bank de- 


3 There is no factual evidence that the mone- 
tary deficiency in 1929 and the early 1930’s was due 
to this cause. That deficiency was the direct result 
of central bank policy. 
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cisions, to perform this vanishing act. 
Likewise, it is under the circumstances 
of an abnormal demand from some seg- 
ment of the economy that bankers are 
most likely to offer for loan an excessive 
volume of money-to-be-created. 

As the commercial banking system de- 
veloped in western Europe and in the 
United States, it was inevitable that the 
central problem in banking and mone- 
tary theory should be the search for some 
technique of guiding the operations of the 
banking system, in order that the quan- 
tity of the circulating medium would 
grow in accord with the need for money 
generated by growth in population, tech- 
nological progress, and changing habits 
respecting the use of money. Direct gov- 
ernmental control was thought to be im- 
possible, and even an official appraisal 
and judgment of the amount of money 
(circulating medium) needed by the 
country was believed impractical. In- 
stead, the search for a technique of 
monetary control resulted in numerous 
variations and applications of two prin- 
ciples: (1) limitations on the character of 
bank assets and (2) maintenance of con- 
vertibility into standard money of all 
bank liabilities serving as a circulating 
medium, and redeemability of standard 
money into a highly prized commodity 
of which the world’s stock grew slowly 
and did not fluctuate wildly. 

When these two principles, or the par- 
ticular forms of them embodied in law 
and custom, failed to provide monetary 
stability and growth in accordance with 
need, central banking systems were 
created to give more direct guidance to 
the monetary system. Central banks, in 
their turn, made considerable use of 
these principles but also seized upon a 
third principle derived from the savings 
adjustment mechanism described above 
and the relationship between the natural 
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interest rate and the quantity of money. 
Interest-rate regulation came into vogue 
as the chief instrument, and later as the 
objective, of monetary policy. The lat- 
ter was a fatal error—for it turned the 
quantity-of-money interest-rate relation- 
ship upside down. Central banks tried to” 
use variations in the interest rate both as 
a technique and as a guide for the provi- 
sion of a suitable quantity of money in 
the economy, whereas they should have 
used provision of a suitable quantity of 
money as a technique for achieving price- 
level stability and freedom of the rate of — 
interest."4 

This upside-down monetary policy, 
under the circumstances of the late 
1920’s and early 1930’s, proved to be as 
disastrous as an attempt to build a sky- 
scraper’s foundation from the architect’s 
plans for its tower. With the changes 
which were then occurring in the econo- 
my, we ought to have had, at the close 
of the 1920’s, accumulations of idle 
money or investment funds, falling in- 
terest rates for all types of loans, rising 
values for existing income-yielding prop- 
erty, followed by business adjustments 
to the changed demand, interest rates, 
and property values. Instead of these we 
had the disappearance of money, rela- 
tively high and rising interest rates, col- 
lapse of property values, and falling 
commodity prices—all of which made it 
impossible for business enterprises to 
adjust their operations to the underlying 
changes in the nature of demand. Mone- 
tary deficiency, rather than an excessive 
propensity to save, was the cause of the 
great depression. 


MCcLEAN, VIRGINIA 


4 For an approach to this problem from another 
point of view see my “Business Stability and Regu- 
lation of the Cost of Money,” American Journal 
of Economics and Sociology, IV, No. 2 (January, 
1945), 175-84. 





MEASURING STATE TAX BURDEN 


ALAN S. DONNAHOE 


present system of state and local 
taxation might be characterized by a 
critical observer as a hodgepodge, born of 
expediency, nurtured by political force, and 
preserved by inertia. Even the kindest critic 
might concede that the framework has come 
into being without benefit of architectural 
plan. But whatever its evolution, this com- 
plex of state and local tax systems is a 
significant challenge to the descriptive 
powers of the economist. 

This challenge is nowhere more striking 
than in the simple question: How does State 
A compare in tax burden with State B and 
the other states? This question is of prac- 
tical concern to many policy-forming 
groups. How well it has been answered is 
the subject of this paper. 

Traditional methods of measuring state 
tax burden’ are simple in design and con- 
struction, but their simplicity is that of the 
unweighted average which, far from being 
without weight factors, is based upon an 
arbitrary and often unrealistic system of 
equal weights. Traditional methods of 
measuring state tax burden rest upon 
equally arbitrary assumptions, not generally 
made explicit, which may be adjusted within 
logically valid limits to produce widely 
varying results. 

It will be the specific purpose of this 
paper to strip from these methods their 
superficial covering in order that we may 
appraise their structure, operation, and end 
product. 

I 


Many groups are interested, as a guide in 
policy determination, in how each state 
compares in tax burden with the others. 


* For purposes of simplicity, we shall use the 
terms “‘state taxes” and “‘state tax burden,” but in 
each instance these terms should be understood as 
including the taxes levied by all local governments 
within the state as well as those levied by the state 
government itself. 


Statistical measures of state tax burden, as 
evidence of local effort, are significant in the 
distribution of federal grants-in-aid. They 
are equally significant to taxpayers who wish 
to compare their relative status with that of 
similar groups in other states. They are 
often interpreted by those responsible for 
state legislation as an inverse index of tax- 
able capacity. 

Thus it is clear that measures of state tax 
burden are in demand; it is equally clear 
that such measures occupy a significant role 
in policy decisions of far-reaching im- 
portance. Economists should be interested 
in the method or methods by which these 
measures are constructed. 

While differing in detail, traditional 
methods of measuring state tax burden may 
be classified into two general categories:’ 
(1) a comparison of state taxes and popula- 
tion, usually in the form of the ratio: taxes 
per capita; (2) a comparison of the ratio of 
state taxes to individual] income or wealth, 
or some weighted average of income and 
wealth, within the state. 

Methods which appear quite alien on the 
surface are seen by this classification to 
possess a conceptual similarity. Thus, one 
typical method involves a comparison of the 
ratio of state taxes to the aggregate of indi- 
vidual income payments in each state. An- 
other method is the application of a model 
tax system with uniform rates to estimated 
true taxable values in each state and a com- 
parison of this hypothetical yield with the 
actual yield. Once it is recognized that this 
hypothetical yield is simply a weighted 
average of certain income and wealth values 


2 Other methods have been used to measure state 
tax burden applying to a specific type of family or 
taxpayer, based upon estimated true tax rates m 
each state and upon certain hypothetical income and 
wealth values of the taxpayer. These are measures 
of specific burden, however, whereas it is our purpose 
to analyze measures of general burden in each state. 
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in each state, the conceptual kinship be- 
tween the two methods becomes apparent. 


II 


As our first step in analyzing these meth- 
ods, a clear definition of terms is required. 
What is tax burden? There are several pos- 
sible definitions, each in accord with a par- 
ticular school of thought. But we require a 
more general definition, one that lends it- 
self to statistical analysis and is yet broad 
enough to include the several warring fac- 
tions of economic thought. 

For this purpose we shall define tax 
burden simply as some function of tax load 
and taxpaying ability that has the property 
of varying directly with tax load and in- 
versely with taxpaying ability.‘ By tax load 


MEASURING TAX BURDEN 


log W 








log X 


Fic. 1.—Tax burden of state S; or S, is measured 
by deviation from the hypothetical line of equal 
burden. 


we mean the amount of taxes paid; by tax- 
paying ability, some function of income.‘ 
The ratio of tax load to taxpaying ability 
we shall designate as the rate of taxation. 


3 For typical studies of state tax burden see 
Commonwealth of Virginia, Senate Document No. 2, 
1945; also A Study of the Tax Burden in Ohio in 
Comparison with Other States (Ohio: Department of 
Taxation, 1946). 


‘This analysis is restricted to immediate inci- 
dence; hence the possible net effect of public expendi- 
ture and similar factors are not considered. 

‘Wealth is included indirectly in this definition 
to the extent that it is the source of income. 


These definitions apply to any taxpaying 
unit such as a family. They may be applied 
to all taxpaying units within a state, pro- 
vided each state is represented by its aver- 
age family or, the general equivalent, by its 
per capita average. 

This definition leads to the mathematical 
measurement of tax burden as follows: If 
two states, S, and S,, possess taxpaying 
ability of X, and X, and bear tax load of 
W, and W.,, respectively, then for X, there 
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log W . 








log X 


Fic. 2.—Lines of equal burden with slope greater 
than, equal to, and less than unity: representing 
progression (A), proportion (B), and regression (C), 
respectively. 


corresponds a unique amount, W3, which, if 
assigned to S,, would equalize the tax bur- 
den between the two states, provided that, 
if X, is greater than X,, then Wi must be 
greater than W,. Further, the line drawn 
through the two points, X,W,, and X,.W! 
may be designated as a line of equal burden 
and the ratio W,/W; as a measure of the 
relative tax burden of S, as compared with 
S;. 

In general, if we select a specific line of 
equal burden passing through the points 
X.W., X:W:, . X,W,, tax burden may 
be measured by the ratios W,/W., W,/W,, 

... W,/W,, as shown in Figure 1. The 
only condition imposed by our general def- 
inition is that the slope of this line be 
positive at all points. 

Three hypothetical lines of equal burden 
appear in Figure 2. All meet the general re- 
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quirement that the slope be positive but 
differ in degree of slope. This difference in 
degree leads to a significant classification of 
the concept of equal tax burden. Equal tax 
burden requires a progressive, proportion- 
ate, or regressive rate of taxation according 
as the slope of the line of equal burden is 
greater than, equal to, or less than unity, 
respectively, provided always that the slope 
be positive.® 

These concepts may be described alge- 
braically in terms of a simple formula which 
corresponds with our graphic example. If T 
is the relative measure of tax burden, W is 
actual tax load, W’ is hypothetical tax load 
for a given line of equal burden, X is ability, 
and 6 is a parameter designated as the co- 
efficient of progression, we have W’ = aX? 
as the line of equal burden and T = 
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III 

The first traditional method of measuring 
state tax burden is typified by the ratio: 
state taxes per capita. This ratio is compar- 
able to the variable W (tax load) in our 
formula, but the variable X (taxpaying abil- 
ity) is not represented. This method re- 
quires, in effect, that 5 in our formula be 
zero: that tax burden be unrelated to tax- 
paying ability which, by hypothesis, is in- 
admissible. We conclude, therefore, that 
this method is inappropriate for the meas- 
urement of tax burden as defined.’ 

The second traditional method is typified 
by the ratio: state taxes to individual in- 
come, or state taxes per capita to individual 
income per capita. This ratio corresponds 
to W/X (rate of taxation) in our formula. 
To interpret this ratio as a direct measure of 


TABLE 1 








No. of 
Families 


Average 
Income 


State 


Income Taxes 


| Total | 





50,000 | 


20,000 


$2,000 
5,000 


$10,000,000 


10,000,000 


$100,000, 000 
100,000, 000 





W/W’ = W/aX®* as the measure of tax 
burden. 

It is evident that the formula for the line 
of equal burden may also be written W’/X = 
aX*-, from which it is clear that } is the 
slope in our diagram. As 6 is greater than, 
equal to, or less than unity, we have the 
condition of progression, proportion, or re- 
gression, respectively, provided always that 
b is positive. 

The problem of measuring tax burden 
can, therefore, be reduced to the selection of 
a specific locus for the line of equal burden 
as a standard from which to measure rela- 
tive deviation. It will now be convenient to 
examine the traditional methods of measur- 
ing state tax burden in terms of this ana- 
lytical apparatus. 

* There is nothing, of course, to prevent any 
specific line of equal burden from having more than 


one of these slope characteristics: being progressive 
at one point, regressive at another, and so on. 


tax burden requires that d in our formula be 
unity, i.e., that the line of equal burden be 
drawn in accordance with the principle of 
proportion, because W’ = aX °= line of 
equal burden, W/W’ = relative tax burden, 
and W/W’ = W/X .... only when a and 
b= 1. 

Thus we find one traditional method in- 
adequate, the other based upon the prin- 
ciple of proportion. Let us examine these 
findings in the light of a hypothetical ex- 
ample of two states (Table 1). 

State taxes per capita would lead to the 
conclusion that State B is bearing the 
greater tax burden. Ratio of state taxes to in- 


? This inadequacy is recognized generally, but, 
even so, per capita tax is often used as a measure 
of state tax burden. It is curious that students should 
reject this measure because it takes no account of 
taxpaying ability and accept, with little question, 
others where ability is included but in a wholly 
arbitrary manner. 
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come would indicate that each state is bear- 
ing the same burden. Any hypothesis that 
the line of equal burden is progressive would 
lead to the conclusion that State A is bear- 
ing the greater burden.* Here is a complete 
diversity of results, depending upon the 
method used. 

Clearly we can place no reliance on the 
first conclusion, which is based upon the as- 
sumption that taxpaying ability has no ef- 
fect on tax burden. The second conclusion 
is valid only if we are willing to assume that 
the line of equal burden should be fixed in 
accordance with the principle of proportion; 
the third conclusion, only if we accept pro- 
gression as the correct principle. Our conclu- 
sion, in brief, follows from the hypothesis 
upon which the method is based. 


IV 


Jt is not the purpose of this paper to sup- 
port any specific hypothesis as to the nature 
of the line of equal burden—whether that 
line should be progressive, proportionate or 
regressive, or any combination of the three 
—or to discuss whether evidence on the sub- 
ject should be based upon psychological or 
ethical grounds. These questions have been 
discussed elsewhere at length, and the range 
of controversy thus created is familiar to all 
students of taxation.? 

Rather, it is our purpose to show how 
selection of a specific hypothesis as to the 
line of equal burden, upon which all meas- 
ures of tax burden must rest, may be ex- 
pected to influence results obtained by any 
given method. The controversy that rages 
over the question of which type of hy- 
pothesis is correct or desirable is, in itself, 


* Because W/X (rate of taxation) is the same, 
but X (taxpaying ability), as measured by average- 
family income, is less in State A. 


*See Elmer D. Fagan, “Recent and Contempo- 
rary Theories of Progressive Taxation,” Journal of 
Political Economy, August, 1938, pp. 457-98; also 
Irving Fisher, “A Statistical Method for Measuring 
‘Marginal Utility’ and Testing the Justice of a Pro- 
gressive Income Tax,” Economic Essays Contributed 
in Honor of John Bates Clark (New York: Mac- 
millan Co., 1927). 
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the best indication of the need for such 
analysis. 

Certainly there is an important school of 
economic thought that would take sharp 
issue with the hypothesis that the principle 
of proportion is appropriate in determining 
the line of equal burden. To members of 
this school, any method of measuring tax 
burden which rests upon this assumption 
will be unacceptable, but they may accept a 
method based upon the alternative prin- 
ciple of progression. We shall now see what 
results may be obtained by methods resting 
upon different hypotheses of this nature in 
terms of an actual example. 


V 


For basic data we turn to a report pub- 
lished by the United States Bureau of the 
Census for the period 1939-41."° The vari- 
able X (taxpaying ability) is represented in 
these data by an average of individual in- 
come payments, output of industries," and 
retail sales, with each factor being given 
equal weight on a per capita basis. The vari- 
able W (tax load) is represented by state 
revenue per capita, including local as well 
as state government levies, together with 
net receipts from public enterprise systems, 
but excluding federal grants and donations. 
These data, converted into index form with 
the national average as 100, appear in 
Tables 2 and 3, respectively.” 

To indicate the actual relationship among 
the several states between W and X for this 
period, averages by o.1 log intervals are 
plotted in the scatter diagram shown in 
Figure 3. Next to each dot is given the num- 
ber of states covered by the corresponding 


* U.S. Bureau of the Census, Financing Federal, 
State and Local Governments, 1941. 


™ Including, in addition to value added by manu- 
facture, the value of farm and mineral production. 


2 We have redesignated the census data to corre- 
spond with our definitions. In the census publica- 
tion, taxpaying ability (X) is termed “Index of 
Economic Ability,” tax load (W) is termed “Index 
of Total State and Local Revenue,” and the ratio 
comparable to the rate of taxation (W/X) is 
termed “Index of Revenue Load.” 





TABLE 2* 
INDEX OF TAXPAYING ABILITY, 1939-40 








Economic Income (a) Bicone Rerait Sates (c) 





Per Capita Per Capita Index Per Capita 





$ 532 $277 100 $322 





242 146 53 155 
451 255 92 330 93 
242 5 130 47 154 47 
California 742 291 105 472 130 
Colorado 517 227 82 368 98 





Connecticut 767 438 423 144 
Delaware. . ; 831 279 418 129 
District of Columbia.........| 1 ,192 69 620 147 
444 120 337 77 
290 149 202 57 





446 280 339 97 
637 362 364 121 
491 368 314 108 
444 323 326 100 
410 235 262 81 





Kentucky 298 161 185 57 
Louisiana : 347 186 208 66 
477 242 335 94 
588 276 344 106 


Massachusetts 703 292 402 121 





Michigan....... ‘ 504 408 356 123 
EE Seen 501 04 274 368 102 


Mississippi. .... .. 202 38 109 131 41 39 
i i ee 47! 89 232 292 gl 88 
544 316 399 113 








PE Svacabcdensskaws 419 79 214 300 93 83 
Nevada. . én 800 454 572 178 164 
New Hampshire Seer 516 97 264 375 103 
New Jersey....... 643 121 390 382 127 
New Mexico. . ccomigit 320 60 216 243 75 71 





areas 14! 273 418 123 
North Carolina........... 299 56 242 180 56 66 
| Serre ry 360 68 234 242 75 76 
Ohio.. ee Bee 605 114 444 355 110 128 
Oklahoma. ....... canted 64 203 219 66 68 


Oregon 102 266 412 128 109 
Pennsylvania 108 324 318 99 108 
Rhode Island St) 663 125 351 3901 121 124 
South Carolina..........-.. 267 50 151 177 55 53 
eee 372 7° 232 84 260 81 78 


55 173 65 61 
399 75 238 284 88 83 
445 84 275 313 97 93 
485 QI 166 344 107 86 
381 72 214 238 74 74 











Washington 600 113 253 gI 392 122 109 
West Virginia 374 7° 262 95 215 67 77 
i 496 93 313 113 342 107 104 
606 114 4°5 146 404 125 128 


























* Source: U.S. Bureau of the Census, Financing Federal, State, and Local Governments, 1941, p. 104; (a) 1940, (b) 1939, (¢) 193% 
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average. A straight line, fitted by the meth- 
od of least squares, is also shown in the 
diagram." 

It is clear from this diagram that tax 
burden among the several states was, for 
the period represented, distributed in a 
slightly regressive manner, although the de- 
gree of regression is not enough statistically 
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The line of least squares may be taken— 
assuming good fit—as measuring the aver- 
age tax load for each ability level. It does 
not, however, measure the tax load repre- 
senting equal burden from one ability level 
to another and hence it is not a line of equal 
burden. As a standard for measuring state 
tax burden, its usefulness is limited accord- 


TABLE 3* 
TAX LOAD: STATE REVENUE RECEIPTS PER CAPITA, 1941 











Revenue 


State per Capita 


Revenue 
per Capita 





$ 77. 





42. 
81. 


3° 





Connecticut 

Delaware. sedi 
District of Columbia. ... . 
Florida 
Georgia............. ; 








Kentucky 
Louisiana. . 
Maine 


Massachusetts 





Michigan 
Minnesota 104 
Mississippi ; 44 
Missouri.......... ; 72 
Montana. 112 














$ 57.66 
114.04 
New Hampshire 93.98 
New Jersey 112.14 
New Mexico 61. 





126. 
North Carolina.......... 48. 
60. 
84. 
49. 


83. 
Pennsylvania........... 79. 
Rhode Island.......... 8s. 
South Carolina 39 
71. 








47. 

50.04 
77.88 
89.89 
48.69 


83.15 
52.47 
81.36 
88.49 





Washington 
West Virginia 











* Source: U.S. Bureau of the Census, Financing Federal, State, and Local Governments, 1941, p. 106. Federal aid is excluded. 


to rule out the hypothesis of a proportionate 
distribution.'* What may we infer from this 
distribution as indicated by the line of least 
Squares? May we consider this as a line of 
equal burden, to serve as a standard for 
measuring relative burden? 


8 This line was fitted to individual data for the 
several states and not to the averages shown in the 


* Coefficient 5 is .916 with standard error .066. 


ingly. To avoid misinterpretation, we shall 
term this the “line of average effort.’””* 


SIt is interesting to note that state taxpaying 
ability in terms of per capita income is correlated 
with degree of urbanization. Urban government in 
turn requires a greater tax load. Hence a positive 
correlation is logical between all these variables. If 
a state should increase its ability without any cor- 
responding increase in degree of urbanization—in 
brief, if the demand for governmental service were to 
remain constant—we may infer that the tax load 
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This may be clarified by an example. In 
terms of deviation from this line of average 
effort, we may conclude that State A devi- 
ates by a certain ratio from the average tax 
load for its ability group. State B may 
deviate by an equal ratio from the average 
for its ability group. But we cannot compare 
States A and B as to tax burden on this basis 


STATE TAX LOAD AND ABILITY, 1941 


Z 


/ % 








rd 






































WwW 2.0 
log X 

Fic. 3.—Plotted from state averages computed 
for each 0.1 log X interval. Number of states in- 
cluded in the average is shown by each dot. Aver- 
ages are based upon data shown in Tables 2 and 3. 


alone. We must first know the tax load 
which must be assigned to the A ability 
group in order to equalize burden with the 


would not increase proportionately. Thus, the ap- 
parent tendency of states to increase their tax 
load in general proportion to ability is probably 
attributable in large measure to the heavier de- 
mand for governmental service accompanying the 
increase in ability, not because of any natural 
tendency to regulate the tax load in proportion to 
ability. A study of tax load and ability, in terms of 
true property tax rate and taxable values per capita, 
in the one hundred more or less homogeneous coun- 
ties of Virginia indicates that the distribution is 
definitely regressive. It is recognized that these 
comparisons would be more precise in terms of real 
rather than money income, as some correlation is 
probable between degree of urbanization and the 
cost-of-living or price level. 


B ability group. In other words, we are still 
under the necessity of fixing upon a line of 
equal burden. 

This is comparable to two professional 
baseball teams, one in a minor and the other 
in a major league. Each team may complete 
its season with the same percentage of wins 
and the same average margin of runs over 
its opponents. May we conclude that the 
two teams are of equal skill? Clearly not, 
unless we are willing to assume that their 
opponents were of the same caliber in play- 
ing skill. 

VI 

Thus we find again that, for the larger 
purpose of measuring state tax burden so 
that any state may be compared with an- 
other, there is no substitute for the require- 
ment that a specific line of equal burden be 
established. In terms of a concrete example, 
the procedure must be as follows: If States 
A and B have average family incomes of 
$2,000 and $5,000, respectively, and bear 


TABLE 4 








Rate oF TAXATION 
MEASURE 
or Tax 
Hypo- BuRDEN 
thetical | Actus! 





FAMILY 
INcoME 





w'/Xx W/X w/w 





$2,000 10% 10% | 1.00 
5,000 15 10 .67 

















the same rate of taxation (W/X) of 10 per 
cent, we must fix the height and slope of the 
line of equal burden; for example, (a) which 
state to use as the criterion or standard of 
measurement and (6) the rate of taxation 
(W’/X) appropriate for the other state to 
equalize the burden. 

If we are willing to assume that a 10 per 
cent rate of taxation for an income of $2,000 
should be matched with a 15 per cent rate 
for an income of $5,000, in order to equalize 
burden, we may derive a specific measure 
of tax burden for the two states as shown in 
Table 4. 
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This procedure will now be followed with 
three separate hypotheses as to the line of 
equal burden, using the census data for the 
several states cited before. It is convenient 
to define these hypotheses in terms of the 
formula for the line of equal burden with 
which we are familiar: W’ = aX* where 
T = W/W' = W/aX® is the measure of 
tax burden. 

In computing the measures of burden, the 
value of a is fixed in each instance so that 
the measures meet at the point of averages, 
i.e., equal 100 where the variables W and X 
equal roo. Other than this, the hypotheses 
vary only in the value assigned to }. Values 
assigned to 6 are 2, 1.5, and 1, for Index of 
Tax Burden I, Index of Tax Burden II, and 
Index of Tax Rate, respectively. Thus the 
first two indexes are based upon progression, 
of varying degree, and the third index upon 
proportion. It is evident that the third 
measure, Index of Tax Rate, is equivalent 
to one of the traditional measures analyzed 
before." 

In each instance, in selecting a specific 
line of equal burden, we have established the 
height and slope of the line. We have estab- 
lished the height so that all measures equal 
100 at the point of averages. We have estab- 
lished the slope so that W’/X (rate of taxa- 
tion) increases 1 per cent, 4 per cent, and 
remains constant, respectively, for each 1 
per cent increase in ability. Results are 
shown in Table 5 in index form and in 
Table 6 where the states are ranked from 
high to low. 

Variation in results is particularly marked 
as between the index of rate and the two 
indexes of burden: Massachusetts ranks 
thirteenth by index of rate, thirty-fifth and 
thirty-first by the indexes of burden; Cali- 
fornia fifteenth by the former, thirty-ninth 
and thirty-fourth by the latter. Similar 
variation is found at the other extreme, 
where Arkansas, for example, ranks forty- 


** This being the equivalent of the ratio of state 
taxes to income, or W/X, designated in the census 
publication as “Index of Revenue Load.” 
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second by index of rate, fourth and tenth by 
the indexes of burden. 

Less variation is found between the two 
indexes of burden. When ranked by each 
index, 29 states differ by two ranks or less, 
32 by three ranks or less, and 35 by four 
ranks or less. Despite this general con- 
sistency, however, there are several ex- 
amples of large deviation, such as New 
York, ranking twenty-fourth by one and 
eleventh by the other index, and New 
Jersey, with ranks of thirty-fourth and 
twenty-fourth, respectively. 

In general, the diversity in results may be 
characterized as follows: As compared with 
proportion, the hypothesis of a progressive 
line of equal burden tends to raise the ap- 
parent relative burden of low-ability states 
and to lower that of the high-ability states, 
the tendency becoming more marked as the 
degree of progression is raised. 

That this result may be expected and 
that a hypothesis based on regression may 
be expected to produce opposite results is 
evident from the diagram in Figure 3. 
Visualize in that diagram a line of equal 
burden, fixed in the center at the point of 
averages and rotating in a counterclockwise 
manner to represent progression. It is evi- 
dent why and how tax-burden measures 
differ as a result of the specific hypothesis 
selected to represent the line of equal 
burden. 

The foregoing tables are not offered as 
any complete study of state tax burden but 
simply as an illustration. No effort has been 
made to outline all the statistical and other 
considerations which should enter into any 
complete investigation of the subject, in- 
cluding incidence of federal taxes by state, 
shifting of taxes, and similar factors. 
Neither has emphasis been given to the 
caution with which any general measure of 
tax burden should be interpreted in terms of 
any specific type of taxpayer. Measures of 
tax burden are no exception to the general 
rule that a statistical average is limited in 
representative quality by the heterogeneity 
of its component parts. 











TABLE 5 


INDEXES OF TAX BURDEN, 1941 






























































INDEX OF 
STATE Tax Burden 
Taxpaying Tax Tax 
Ability Load Rate 

I II 
United States.......... 100 100 100 100 100 
IN i anv bea cheat 49 55 112 229 160 
SE Renee 93 106 114 123 118 
i tS a aaa es 47 40° 85 181 124 
EE ee 130 139 107 82 04 
ERS err er 98 105 107 109 108 
oO eee 144 135 04 65 78 
EE re 129 04 73 57 64 
District of Columbia 147 86 59 40 49 
RE a Re eS 7 98 127 165 145 
REE Ee 57 47 82 144 109 
ER eee 97 04 97 100 98 
Ns cis: Wines opin mated 121 110 gI 75 83 
NGS Ss cnadh ddoneeae 108 87 81 75 78 
eer 100 99 99 99 99 
0 81 86 106 131 118 
I si ks puke weiss a 57 48 84 147 111 
EE rr 66 77 117 177 144 
a 04 95 101 107 104 
REE SE 106 96 gl 86 88 
Massachusetts......... 121 130 107 88 97 
cei sieis 123 114 93 76 84 
Minnesota........... 102 104 102 100 I0I 
Mississippi. .......... 39 44 113 290 181 
Missouri......... 88 72 82 93 87 
Re 113 112 99 88 93 
Nebraska. ....... 83 74 89 107 98 
Nevada...... : 164 147 go 55 7° 
New Hampshire ite 103 121 117 114 115 
New Jersey.......... 127 145 114 go IOI 
fe 71 79 III 156 132 
kk eee ae 123 163 132 107 119 
North Carolina......... 66 62 04 142 116 
North Dakota... . 76 78 103 136 118 
ts ee 128 109 85 66 75 
eee 68 64 04 138 114 
ES ere 109 108 99 gI 95 
Pennsylvania......... : 108 103 05 88 gI 
Rhode Island. . . = 124 110 89 72 80 
South Carolina.......... 53 51 96 181 132 
South Dakota............ 78 92 118 151 134 
II ian nin nw adacnies 61 61 100 164 128 
ie oat tn dinates 83 64 77 93 85 
TOS etn ois ce de: 93 100 108 116 112 
Re ee 86 116 135 157 146 
SR gh ences ons Boa cind 74 63 85 115 99 
are 109 107 98 go 04 
. Seer 
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TABLE 6* 
STATES RANKED FROM HIGH TO LOW BY INDEXES OF TAX RATE AND BURDEN 









































Rank Accorpinc To INDEX oF Rank Accorpinc To INDEX oF 
STATE STATE 
Tax Tax Tax Tax 
Tax Rate | Burden I | Burden II Tax Rate} Burden 1 | Burden II 

EO I 8 eee 26 27 29 
New York 2 24 11 South Carolina...... 27 3 7 
Sa 3 6 Pennsylvania........ 28 36 36 
South Dakota....... 4 10 6 Oklahoma......... ‘ 29 14 17 
New Hampshire... . 5 21 16 North Carolina... ... 30 13 15 
Louisiana........... 6 5 5 Connecticut... ... ‘ 31 46 44 
New Jersey....... 7 34 24 Michigan a vie - 32 40 40 
Ere 8 17 12 Se 33 41 41 
Mississippi 9 I I Maryland........ 34 38 37 
Alabama 10 2 2 SOU Sci scisses 35 48 47 
New Mexico — II 9 8 Nebraska.......... 36 25 30 
Utah ore 12 18 18 Wyoming.......... 37 44 43 
Massachusetts...... 13 35 31 Rhode Island........ 38 43 42 
Colorado............ 14 22 21 West Virginia....... 39 19 23 
California........ 15 39 34 EL 246 Mieke ee ea 40 45 46 
CTO ee 16 16 14 0 ree 41 20 28 
North Dakota....... 17 15 13 Arkansas.......... 42 4 10 
Minnesota.......... 18 26 25 Kentucky....... ane 43 11 19 
er 19 23 22 Georgia........ pea 44 12 20 
Wisconsin........... 20 29 26 Missouri. ...... sia 45 30 38 
Tennessee........... 21 7 9 Indiana............ 46 42 45 
Montana............ 22 37 35 Ps c00tdekes on 47 31 30 
OO” Se 23 32 32 0 er 48 47 48 
Towa. . weebnees 24 28 27 District of Columbia. . 49 49 49 
Washington......... 25 33 33 
































* States ranked before rounding of indexes. 


Vil 


One corollary to our general definition of 
tax burden may be of value in certain in- 
stances where interest exists merely in de- 
termining whether a given state has a 
greater or less tax burden than another, 
without any desire to measure the degree of 
difference. By our general definition, we 
may conclude that tax burden is greater or 
less in one state than in another where the 
second state (a) has equal or less ability 
and greater tax load, (6) has equal or greater 
ability and less tax load, or (c) has greater 
or less ability and equal tax load. 

This may be illustrated graphically by a 


diagram such as that in Figure 3 or the one 
shown below. If the position of a given state 
be plotted in such a diagram and if horizon- 
tal and vertical lines be drawn through this 
point, we have: 





WwW 
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from which it is clear that this state has a 
lesser tax burden than any state in Area A, 
greater than any state in Area B; and inde- 
terminate with respect to any state in 
Areas C and D (in the absence of a specific 
hypothesis as to line of equal burden). 


VIIl 


It has been the purpose of this paper to 
appraise the various methods of measuring 
state tax burden. We have found that the 
problem involved is not so simple as it 
might appear at first glance. 

The problem is essentially one of defining 
a subjective concept in mathematical terms. 
Before we can measure actual burden, we 
must first decide what constitutes equal 
burden. Some line of equal burden must be 


selected as the standard from which to 
measure deviation. 

All methods of measuring state tax bur- 
den, traditional or otherwise, must rest upon 
a definite hypothesis of this type. In the 
traditional methods the particular hypoth- 
esis involved has not, in general, been stated 
in explicit terms, and, in consequence, its im- 
plications have not been recognized in full. 

Results obtained by any method depend 
largely upon the particular hypothesis 
selected as to the line of equal burden. The 
two are so closely related, in fact, that we 
may conclude that no measure of tax bur- 
den has any significance apart from the 
equal-burden hypothesis upon which the 
measure is based. 


RICHMOND, VIRGINIA 




















RENTAL ANALYSIS IN WARTIME’ 


FRITZ REDLICH 


HE war added a number of problems to 

the many already existing in the field of 
housing. As in World War I, these problems 
came into being as a result of the vast ex- 
pansion of industries, concentrated in cer- 
tain areas, with attendant in-migration of 
workers and their families and the conse- 
quent development of housing shortages. 
Basing its actions on experience acquired dur- 
ing the first World War, the federal govern- 
ment early established two programs in an ef- 
ort to solve these problems; for, without con- 
trol and intervention, serious impairment of 
the expanding war economy would have re- 
sulted. 

The first kind of governmental action was 
regulatory. Under the Emergency Price 
Control Act of 1942, the government estab- 
lished a “ceiling” on rentals, i.e., the govern- 
ment prohibited rent increases above the 
rents prevailing in a community on a se- 
lected date, called the “fair-rent date.” The 
selection of a fair-rent date for a community 
depended upon the trend of rents in the de- 
fense rental area of which the community 
was a part. Thus, if rents had been fairly 
stable for a long period of time and, because 
of increased demands for housing, began to 
rise, the O.P.A. would establish as the fair- 
rent date a date just prior to the period of 
marked and noticeable rent increases. 


‘This paper is based on experience which the 
author gained while he was an economic analyst 
with Region I of the Federal Public Housing Author- 
ity. The views expressed herein are personal 
opinions. 


? The corresponding government actions in World 
War I are described in the following papers: The 
Housing Situation in the United States (“Interna- 
tional Labour Office, Studies and Reports,” Ser. G, 
No. 2 (Geneva, 1925]); E. L. Schaub, “Regulation 
of Rentals during the War Period,” Journal of Po- 
litical Economy, XXVIII (1920), 1-36; “Legal 
Aspects of the Housing Problem,” Monthly Labor 
Review, XII, No. 5 (May, 1921), 1 ff. 


The second kind of governmental action 
was ameliorative.’ Through various agencies 
the government began to provide new dwell- 
ing units in areas of expanding industrial 
activity, where existing housing accomoda- 
tions were insufficient to meet the needs of 
in-migrant war workers. 

In both types of governmental activities, 
rental analysis played an important part. 
Rent offices of the O.P.A. were constantly 
confronted with the problem of deciding 
what constituted the fair rent for a particu- 
lar dwelling, and the Federal Public Housing 
Authority (F.P.H.A.), one of the consti- 
tuent agencies of the National Housing 
Agency (N.H.A.), established rent schedules 
for public war housing projects as the neces- 
sity arose. It is with this latter activity that 
this paper is primarily concerned. 

The setting of rent schedules by the 
F.P.H.A. was, for the most part, governed 
by law. Although existing war housing proj- 
ects were built under Public Acts 671, 9, 
849, and 781,4 the most important statute 
was the Lanham Act, Public Act 849, since 
approximately three-quarters of all public 
housing funds were appropriated under this 
act. The original Lanham Act provided that 
rents to be charged should be “fair rentals, 
which shall be within the financial reach of 
persons engaged in national defense.” A 
strict construction of this clause would have 
led to the policy of adjusting rents to income 


3 As to corresponding government actions in the 
last war see: Report of Director General Charles 
Pies to the Board of Trustees of the United States 
Shipping Board Emergency Fleet Corporation, April 
30, 1919 (Washington, 1919), pp. 194 ff.; Report of 
the United States Housing Corporation, December 3, 
1919 (Washington, 1919), passim. 


4 Public housing was also built by the Maritime 
Commission, Defense Homes Corporation, and De- 
fense Plant Corporation from funds appropriated 
and made available to those agencies. 
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either in the form of proportional or 
of graded rents.’ In the former, war 
workers would have paid rents based on an 
established percentage or proportion of their 
income; in the latter, several rents corre- 
sponding to certain income brackets would 
have been established for the same dwelling; 
in both cases, workers would have paid dif- 
ferent rents for the same accommodations 
according to their incomes. As a matter of 
fact, in some of the first Lanham Act proj- 
ects, graded-rent systems were established 
but met with opposition on the part of the 
tenants, i.e., of the war workers housed 
therein. Consequently, on the recommenda- 
tion of the Senate Committee Investigating 
the National Defense Program, the Lanham 
Act was amended to provide that there 
should be fixed “fair rentals on projects de- 
veloped pursuant to this act which shall be 
based on the value thereof, . . . . with power 
during the emergency, in exceptional cases, 
to adjust the rent to the income of the per- 
sons to be housed. ... . ” Within the frame- 
work of these statutory requirements, the 
Commissioner of the Federal Public Housing 
Authority established, for his regional of- 
fices, the policy to be executed when work- 
ing out rent schedules for war housing proj- 
ects. This policy, which is later discussed in 
detail, necessitated rental analysis. 

In establishing rent schedules, the 
F.P.H.A. regional offices not only acted 
within the law and the policy established by 
the Commissioner, but they also had to 
abide by O.P.A. rent regulations, which 
were valid not only for private but also for 
public housing. Rent schedules worked out 
by the F.P.H.A. had to fall within the limits 
of so-called “O.P.A. legal maximum rents’’; 
that is, prevailing rent for comparable ac- 
commodations as of fair-rent date. 


I 


When the war ended, the F.P.H.A. super- 
vised or administered two different kinds of 
public housing projects, and the rental prob- 

5 In low-rent public housing projects built under 
Public Act 412, a graded-rent policy was already in 
existence when the Lanham Act was first passed. 
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lems varied accordingly. One kind compre- 
hended the so-called low-rent housing proj- 
ects. These had been built by local housing 
authorities with the financial assistance of 
the United States Housing Authority 
(U.S.H.A.) under the United States Housing 
Act of 1937 as amended‘ to take care of fam- 
ilies unable to afford safe and sanitary 
housing. In some of the earlier U.S.H.A. 
projects a single rent was established for all 
units of the same size; however, the United 
States Housing Act provided that units 
should be available only to families whose 
net incomes at the time of admission did not 
exceed five times the rental, including heat, 
light, water, and cooking fuel, except in the 
case of families with three or more minor de- 
pendents, when such ratio could not exceed 
six to one. Consequently, it soon became 
obvious that with such a rental policy only 
a narrow segment of the low-income group 
could be reached. Thus, the U.S.H.A. devel- 
oped the concept of graded rents which is 
based upon a separation of the low-income 
recipients into income classes and the estab- 
lishment of certain rents for the various in- 
come classes. Under this plan, different rents 
were to be charged for units of the same size, 
according to the income of the tenants. In 
order to cope with the problem of fluctuat- 
ing incomes, the income of every tenant 
family was to be re-examined once a year, 
and if it had risen or fallen, such family paid 
during the next year a rent which corre- 
sponded to the higher- or lower-income class 
or grade in which its new income placed it. 

Only tenants whose incomes were within 
certain maximum limits, which varied with 
the family size, were admitted to such low- 
rent projects. On the other hand, until re- 
cently, if the incomes of tenants rose above 
certain limits established for continued oc- 
cupancy, such tenants were, in accordance 
with the terms of their leases, required to 


6 Prior to the establishment of the U.S.H.A., some 
low-rent housing projects were built by the Public 
Works Administration. In February, 10942, the 
U.S.H.A. was absorbed into the F.P.H.A. together 
with other agencies engaged in defense housing under 
Executive Order 9070. 
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move from the project, for it was then as- 
sumed that they could, with the increased 
income, obtain decent private accommoda- 
tions. This policy had to be suspended tem- 
porarily because of the emergency in the 
housing field. 

The accompanying schedule (Table 1), 
which was established for a low-rent housing 





























TABLE 1 
Income Masinnm Ansuel anil Rent Including 
“ come Limits for — 
Grade Admissi Utilities 
mission 
1 Bedroom 
Ss Up to$ 800 $16.00 
B $ 800- 1,050 20.00 
Cc 1,050- 1,300 24.00 
xX 1,300- 1,600 28.00 
2 Bedrooms 
a Up to$ 850 $16.50 
ee 850- 1,150 20.75 
ie I,150- 1,450 25.00 
oe 1,450- 1,700 29.00 
3 Bedrooms 
OD Up to$ goo $17.00 
a a $ goo- 1,200 21.50 
Th adick wwhbr I,200- 1,500 26.00 
3 1,500- 1,800 30.00 











project in Connecticut, is an example of a 
graded-rent schedule.’ 


?The F.P.H.A. thinks in terms of bedrooms. 
Since every dwelling unit has living-room and 
kitchen accommodations, the F.P.H.A. prefers to 
distinguish a unit size by the number of bedrooms it 
contains. 

“X” is that income bracket at which no new 
tenant could be admitted into the project, but at 
which an old tenant might, under certain condi- 
tions, have his lease renewed. 

It will be seen from the accompany ing schedule 
that the larger the family, the higher the income at 
which it was admitted. The different sizes of units 
were assigned to the applicants according to their 
need, i.e., according to family size and the composi- 
tion of the family. Thus, the rents of families did 
not rise in proportion to the larger size of the unit. 


With the advent of the war, many of the 
low-income families in public housing proj- 
ects began to work in war plants, with conse- 
quent increases in their incomes which ex- 
ceeded the maximum income limit estab- 
lished for Grade X. This implied that, under 
peacetime regulations, they would have had 
to leave the project. However, since housing 
accommodations were not available in most 
communities with war industries, the fam- 
ilies living in a low-rent project could not be 





























TABLE 2 
a Annual Income Rent Includ- 
Limits ing Utilities 
1 Bedroom 
War Grade l...... $1 ,601-$1 , 800 $32 
War Grade IT..... Over 1,800 36 
2 Bedrooms 
War GradelI...... $1, 701-$1 ,950 $34 
War Grade II..... Over 1,950 38 
3 Bedrooms 
War GradeI...... $1 ,801-$2, 050 $35 
War Grade IT..... Over 2,050 40 











forced to move. Thus, as the way out of this 
dilemma, the above rent schedule was sup- 
plemented by additional rent grades as 
shown in Table 2. 

The addition of war grades to the pre-war 
rent schedules became established policy for 
low-rent projects all over the country. It was 
limited, however, since the highest rent 
charged could not be higher than the O.P.A. 
legal maximum rent as previously described. 
It was a matter for rental analysis to estab- 
lish that limit. 

II 


The second type of public housing com- 
prised those developments which were built 
as war housing projects under the various 
war housing acts. These projects consisted 
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either of permanent or of demountable 
houses or of so-called “temporary dwelling 
units” which represented more or less stop- 
gap housing.* The problems involved in es- 
tablishing rent schedules for these war hous- 
ing projects differed markedly from those 
encountered in establishing rent schedules 
for low-rent housing.® 

In the first place, the Lanham Act au- 
thorized the Army and Navy to establish 
rents for service personnel. This was done, 
resulting in the so-called “National Rent 
Schedules” whereby Army and Navy per- 
sonnel were housed in publicly owned hous- 
ing projects all over the country at uniform 
rates which reflected ability to pay. 

Second, more complicated was the situa- 
tion with regard to rent schedules for war 
workers. Because of the many agencies en- 
gaged in “defense housing” prior to the es- 
tablishment of the N.H.A., a complex of 
heterogeneous rental policies grew up. The 
Federal Works Agency, which originally 
managed most of the defense housing con- 
structed under the Lanham Act, established 
uniform rent schedules for all such projects 
regardless of the location and amenity dif- 
ferences. Under this uniform policy, tenants 
were charged shelter rent as follows: 3 
rooms, $27.50; 4 rooms, $30.00; 5 rooms, 
$32.50. 

The result of this policy was not very 
satisfactory, although it was easily adminis- 
tered. In some places these rents were far 
below the prevailing rents for comparable 
accommodations whereas, in other places, 
they were too high. Under this policy it was 
possible for a tenant in a more desirable 
project to pay just as much as a tenant ina 
less desirable one. 

After the F.P.H.A. came into existence, 
this rental policy was succeeded by a new 
one which required the regional offices of 
this agency to charge the lower of two 


* Rental problems of trailers and dormitories 
are not discussed in this paper. 


* In the last war the rents in projects owned and 
managed by the United States Housing Corpora- 
tion were set by the manager. See its Report, pp. 
21, 22. 
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prices, namely, either the prevailing rent for 
comparable accommodations or the cost of 
providing the unit, whichever was lower. 
Originally the term “prevailing rent for com- 
parable accommodations” was defined as 
the median rent for all white-tenant-occu- 
pied standard dwelling units in the area in 
question, a figure which could be derived 
from the 1940 housing census. On the other 
hand, the calculation of cost—which in the 
official language was misleadingly termed 
“economic shelter rent”—included manage- 
ment expense; operating services such as 
janitorial work, refuse removal, etc.; cost of 
repairs, maintenance, and replacements; in- 
surance; amounts set aside for collection and 
vacancy losses; payments in lieu of taxes; 
and interest and amortization of the devel- 
opment cost.*° 

The above policy, except for the method 
of calculating “economic shelter rent,” was 
changed at the end of 1942. The Commis- 
sioner then defined the term “prevailing 
rent” as the rent paid in the community in 
question by families with incomes compara- 
ble to those of war workers to be housed in 
public housing; that is to say, workers re- 
ceiving a certain income were supposed to 
pay no more rent than people in such income 
brackets were accustomed to pay but less if 
the “economic shelter rent” of the particular 
project was lower. A statistical method was 
developed to enable the regional F.P.H.A. 
offices to comply with this policy. 

In the spring of 1943, however, this policy 
was abandoned. A study of the legislative 
history of the first amendment of the Lan- 
ham Act seemed to reveal that it was the 
will of Congress to provide that war workers 
in projects built under this act should pay 
such rent as citizens of the same community 
paid for similar, equally equipped accommo- 
dations in which the same services were pro- 


© F.H.P.A. calculated on the basis of 2} per cent 
interest and a 35-year amortization period. It is 
obvious that this implied a subsidy to the tenants, 
especially for certain war housing projects (de- 
mountables and temporary dwelling units) which 
would exist only during the emergency and would be 
disposed of or destroyed, respectively. 
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vided. The regional offices were advised to 
charge prevailing rent for comparable ac- 
commodations so defined, but no less than 
“economic shelter rent” except where this 
would imply a conflict with O.P.A. regula- 
tions. The author considers this policy sound 
and only regrets that it was developed at too 
late a date to become the basis of the whole 
rental setup in war housing. 


Ill 


The policy of the Commissioner of the 
Federal Public Housing Authority necessi- 
tated rental analysis, since rents had to be 
set on a comparative basis. In fact, rental 
analysis was necessary in a twofold sense. 
Not only had rents to be set in accordance 
with prevailing rents for comparable ac- 
commodations owned by private landlords, 
but the rent schedules in the various public 
housing projects in the same locality also 
had to be established in such a way that 
amenity differentials between the various 
projects were taken into consideration. 
This, of course, implied a comparison of 
various F.P.H.A.-built projects and an in- 
tegration of their rent schedules. 

When the office of rental analysis of the 
F.P.H.A. spoke of “integration of rent 
schedules,” this term had a technical con- 
notation. It involved a certain mathematical 
procedure by which the costs of providing 
and operating dwelling units in all projects 
in the same locality were pooled and then 
distributed among the dwelling units of the 
various projects on the basis of unit size and 
amenity differentials. In this paper the word 
“integration” is used in a broader sense and 
means establishing rent schedules for vari- 
ous projects in the same locality, so that site 
and amenity differentials are reflected in 
such schedules without applying the afore- 
mentioned mathematical method. 

The management division of Region I 
(New England) of the F.P.H.A. worked out 
4 specific method of establishing compara- 
bility between various dwelling units. This 
method started from the presupposition that 
the rental value of an apartment was deter- 
mined by the following factors: accessibil- 
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ity, type of construction, condition of con- 
struction, layout and design, square feet of 
floor area, and equipment. There were cer- 
tain secondary elements involved, such as 
desirable (restricted) and undesirable loca- 
tions, which rental analysis could not over- 
look; they were treated as disturbing factors 
and eliminated. 

The New England regional office used a 
chart in which the factors were weighed so 
that the composite of weights added up to a 
standard of 100." The weights were as fol- 
lows: 

Accessibility 

Type of construction 

Condition of construction 
Estimated number of square feet. . 
Layout and design 

Equipment 


It appraised all units for which comparabil- 
ity was to be established on a point, i.e., per- 
centage basis, giving due allowance for those 
features which varied from the subject unit. 
It will be remembered that rent schedules 
in F.P.H.A. housing projects under the final 
policy of the Commissioner were to be based 
on prevailing rent for comparable accom- 
modations; or, in other words, prevailing 
rent for comparable accommodations owned 
by private landlords and rented on the fair- 
rent date provided the yardstick. This yard- 
stick could be found in the registration files 
(street files) of the local O.P.A. rent offices, 
where all the completed “Registrations of 
Rental Dwellings” (Form DD 2-B) were filed 
by streets. These street files represent a snap- 
shot of rental conditions on a particular day 
(fair-rent date), for they contain informa- 
tion on all rented dwelling units in the area 
in question with regard to size, location of the 
unit in the house, type of house, rent, equip- 
ment, and services included in the rent.” 
Field investigations based on the mate- 


A similar method was worked out independent- 
ly by the Committee on the Hygiene of Housing. 
See “A New Method for Measuring the Quality of 
Urban Housing” in American Journal of Public 
Health, Vol. XXXIII, No. 6 (1943). 


™ These confidential street files contain invalu- 
able material, and the writer wishes to take this 
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rial contained in the O.P.A. street files 
enabled the Region I rental analyst to pro- 
pose rent schedules for war housing proj- 
ects. However, these investigations and the 
use of O.P.A. rent data are not fully under- 
standable unless the method applied is de- 
scribed in detail and some of the experiences 
gained in the field and the theoretical pre- 
suppositions of the method are set forth. 

First, a point rating for the project in 
question was established. Second, average 
workers’ dwelling units in the particular city 
or town were appraised with the help of the 
same point system. If project and private 
accommodations had different ratings, such 
differences were automatically expressed in 
percentages, and could be added to or sub- 
traced from the rents for standard private 
dwellings of corresponding sizes occupied by 
workers. Furthermore, the monthly rental 
value of available or nonavailable equip- 
ment or other amenities could be added or 
deducted, respectively. For instance, in 
many communities average workers’ dwell- 
ing units provided no heating facilities, 
whereas government-built units always did. 
Government-built units had electric refrig- 
erators (or at least ice boxes) and cooking 
ranges, which were almost never provided in 
privately owned average apartments. On the 
other hand, most privately owned apart- 
ments in New England had cellars, while 
these were lacking in many war housing 
projects. For the purpose of calculating the 
rental value of such equipment or amenity, 
standard rates derived from experience in 
the field were established. This was the case, 
for instance, with heating facilities. In re- 
peated instances on the same street there 
were found houses in which one of several 


opportunity to urge that they be carefully preserved 
for research purposes. In addition, he wishes to sug- 
gest that the material be made available for re- 
search immediately after rent ceilings are aban- 
doned, since the data are much more valuable 
now while the units in question are still in ex- 
istence and can be inspected. Never was such 


exhaustive material on housing facilities in 
whole areas assembled before, and such an oppor- 
tunity for research in the field of housing will hardly 
occur again in the near future. 
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practically identical apartments had central 
heat, i.e., a hot-air furnace in the cellar, 
whereas another did not provide any heating 
facilities at all. In such cases, rent differ- 
ences were disclosed ranging between $4.00 
and $6.00 per month, and the conclusion 
was drawn that in New England the fair 
monthly rental value of central-heating 
facilities (hot-air furnaces) was $5.00, 
Whenever services other than cold water 
were included in the rent of privately owned 
units, a determination based on local rates of 
the monthly value of such services was made 
in order to arrive at a comparative shelter 
rent. 

As already indicated, these operations 
were understandable and justifiable only on 
the basis of a theoretical conception, the cor- 
rectness of which could be proved in the 
field. This conception was implied in the 
question: Are there actually in existence 
prevailing rents for comparable accommoda- 
tions; in other words, is there in existence a 
uniform rent level in the various communi- 
ties or sections thereof? Or, to put it differ- 
ently, does there exist a rent level in eco- 
nomic reality as distinct from the fictitious 
average rent? Theoretically, this should be 
expected under the so-called “one-price 
law.” This “law” states that, under free 
competition, whenever buyers and sellers 
are informed, there can be only one price for 
a given commodity in a given market. Such 
was the condition before rents were frozen, 
for until then apartments were offered and 
rented under free competition, and buyers 
and sellers were relatively well informed. 
Sellers, real estate men in particular, tried 
to get as much rent as they could, and they 
were well aware of the given housing and 
rent situation. Exceptions to the rule ex- 
isted everywhere, of course, but, on the 
whole, average apartments in every class 
and in certain sections of a given city or 
town were rented at about the same price— 
actually, as our experience showed, within a 
range of about $2.00 per month. This strik- 
ing fact became evident to the author when 
he began his field investigations. After he 
had investigated scores of 4-room units in 
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certain sections of a city and established 
ratings for every single one, the reduction to 
the same point basis brought practically all 
these units to the same price basis. (Of 
course, to achieve that result, one had to add 
or deduct respectively the monthly rental 
value of such equipment, amenities, and 
services as were provided or not provided in 
the various units.) There were, however, 
marked differences between various sections 
of the same community which the local 
O.P.A. rent offices distinguished on their 
so-called “comparability charts.” 

There were, for instance, in every com- 
munity typical differentials for rooms over 
and above a standard size. In the typical 
textile towns in New England—such as 
Woonsocket, Pawtucket, Lawrence, and 
Lowell—the rental value of every additional 
room over and above 3 rooms was about 
$4.00 per month; in other communities it 
was about $5.00. However, as soon as a cer- 
tain size was reached, additional rooms did 
not command additional rent. For example, 
in most New England cities, 5- and 6-room 
dwelling units rented at the same price, and 
sometimes the larger unit might even rent 
at a lower price because they were more ex- 
pensive for the tenant to maintain. There 
were communities in which large units were 
cheap, and small units comparatively expen- 
sive. There were others in which the oppo- 
site was the case. The author has found that 
in communities with predominantly Anglo- 
Saxon population, such as typical communi- 
ties in Vermont and New Hampshire, rela- 
tively high rents prevail for small units, 
while large units can be rented cheaply. 
Windsor, Vermont, seems to be the most 
typical case of this sort. However, in cities 
with prevailing French-Canadian or Polish 


8 From the above, one must draw the conclusion 
that rental figures given for various communities 
in the 1940 housing census are not comparable 
unless weighted by others representing the quality 
of housing in the communities in question. The 
ratio of housing without running water and interior 
toilet facilities and of housing needing major re- 
pairs (slums) to the total could perhaps be used as a 
weight. The housing census of 1950 should take 
the problem of comparability into consideration. 
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populations which are characterized by 
large families, small units are comparatively 
cheaper than large ones. This fact indicates 
that every community needs special analysis 
and that conclusions reached in one com- 
munity cannot be transferred to another. 

Exceptional cases, such as the following, 
were eliminated in the process of analysis. 
It is generally known that rents in slums are 
comparatively high, so that they cannot 
enter into an analysis of the rent level. Fur- 
thermore, almost every city has preferred 
and neglected locations in which rents are 
particularly high or low. In two different 
cities in Massachusetts the author found a 
rather good section, with well-built houses, 
in which the rents were lower than in other 
comparable parts of these cities. In both 
cases these sections were near a river or 
stream, which only a few years previously 
had been protected by a dam or canalized, 
respectively. Prior to the building of the 
dam or canal, the area in question was from 
time to time afflicted by floods; hence the 
origin of the low-rent character of that sec- 
tion, which persisted after the cause had dis- 
appeared. 

A certain city in Connecticut, on the 
other hand, provided an amusing example of 
Thorstein Veblen’s theory of conspicuous 
consumption. The business and industrial 
districts of this city are located in a valley, 
whereas the homes were built on two op- 
posite hills. The homes on one hill are newer 
and better than those on the other, but the 
rental values on this hill are lower instead of 
higher than those for the houses on the other 
hill. The reason for this anomaly was quick- 
ly discovered. The three social leaders of 
that city had built their estates on the one 
hill, and those eager to “follow the leader” 
lived on the same hill and were delighted to 
pay for this dubious honor more than they 
reasonably should. 

Another case showing the influence of 
certain locations on rents may be given. In 
Springfield, Massachusetts, three parallel 
streets were discovered with identical two- 
family houses constructed at the same time. 
The point rating of all the houses was prac- 
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tically identical. Nevertheless, the rent lev- 
els on these three streets varied slightly. 
The first street was adjacent to factories. 
The third street was particularly attractive. 
It was broad and lined with old trees. The 
rents on the first street were the lowest, and 
those of the third street varied according to 
whether the numbers were odd or even. The 
even-numbered houses, the backyards of 
which adjoined the cheaper street, rented at 
prices lower than the uneven ones, whose 
backyards adjoined those of the nice street. 
As already indicated, rental analysis elimi- 
nates such and similar cases, leaving hun- 
dreds of average streets in which all units 
are rented at practically the same price, if 
quality, size, equipment, and amenity dif- 
ferentials are taken into consideration. 

One more interesting fact was established 
beyond doubt by rental analysis. It is gen- 
erally held that, on an average, Negroes pay 
lower rents than whites. This assumption, 
however, is true only if taken cum grano 
salis. If one appraises the units rented to 
whites and Negroes in a community and 
places the rents on the same basis with the 
help of the afore-described point system, one 
realizes that Negroes pay higher rents than 
whites for comparable accommodations; or 
in other words, they get less for their dol- 
lars. This fact is easily explained: it is, of 
course, very difficult for Negroes to live out- 
side the borders of established Negro neigh- 
borhoods. Consequently, the large increase 
of the colored population must necessarily 
result in an unusually heavy demand for 
housing accommodations in a limited area, 
with the result of higher prices than are paid 
outside for comparable accommodations. 


IV 


It was, of course, relatively easy to work 
out a rent schedule based on cost or prevail- 
ing rent for comparable accommodations if 
the project in question was the first in that 
particular locality. However, this was rarely 
the case in New England, since war industry 
was concentrated. Most new projects which 
became ready for occupancy from 1943 on 
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were in localities which already had two and 
three, or even more, other projects. 

The development of rent schedules for 
such later projects was not a matter of re- 
search and analysis alone. Rental analysis 
could only establish facts and data, and 
common sense and tact were necessary in 
working out new schedules. This difficulty 
was apparently recognized by the Commis- 
sioner. In his order, in which he established 
the final rental policy, the Commissioner 
authorized the regional F.P.H.A. offices to 
set rents within the framework of his policy 
in so far as the best interests of the war 
effort were served. 

Numerous problems had to be faced in 
setting rent schedules for new projects in 
localities where other projects already ex- 
isted. It will be remembered that the Fed- 
eral Works Agency established for war hous- 
ing projects a uniform national schedule 
which only more or less fitted local condi- 
tions and which thus created an unfortunate 
precedent in many locations. It will, further- 
more, be remembered that the rental policy 
of the Commissioner of the F.P.H.A. 
changed, and every change was, of course, 
reflected in some rent schedule now in ex- 
istence. Under these circumstances, it was 
very difficult, even impossible, to readjust 
all existing rent schedules so that they were 
integrated and followed a consistent pattern. 
The difficulty was sometimes even increased 
by the following fact: Occasionally several 
neighboring cities—such as Springfield, 
Holyoke, and Chicopee, Massachusetts, or 
Bridgeport, Norwalk, and Stamford, Con- 
necticut—represent an area in which there 
is an interplay of the rent levels. Therefore 
the setting of rents in one of these places 
automatically forced the hand of the region- 
al office with respect to the others. 

The greatest difficulty, however, was the 
result of the progressing, although con- 
trolled, inflation and the increasing lack of 
raw materials. Consequently, new projects 
which became ready for occupancy were, as 
a rule, less desirable than the older ones, 
whereas the costs were comparatively 





RENTAL ANALYSIS IN WARTIME 


higher. Setting rent schedules at cost for 
these new projects, most of them temporary 
and demountable, would have resulted in 
progressively more inconsistent rent sched- 
ules. This would have been due to the fact 
that rents for the early well-built projects 
had been set low, and in many cases below 
prevailing rent for comparable accommoda- 
tions. Raising these low rents, which were 
far below O.P.A. legal maximum rent, would 
have been possible under the law and O.P.A. 
regulations. However, it was very doubtful 
that it was feasible to do so. 

First, there was the “hold the line” order 
of the President, which established an over- 
all policy to be complied with by all govern- 
ment agencies. Second, there was already 
too much pressure by organized interests 
against price ceilings, which were indispen- 
sable. Finally, wildcat strikes and race 
riots all over the country indicated that 
there was considerable unrest in industrial 
areas, which unrest was reflected in the atti- 
tude of tenants in public housing. Which 
government agency, under such circum- 
stances, could have taken the responsibility 


of providing the straw which could have 
broken the camel’s back? Thus, it seemed to 
be reasonable to select in every locality one 
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project of good quality with a rent schedule 
as near to O.P.A. legal maximum rent as 
possible and then to build all new schedules 
in relation to this one. If the rent schedule 
of such a yardstick project was too low, it 
was not deemed advisable to consider to the 
full extent quality differences and amenity 
and site differentials in the new projects 
because to do so would be to the detriment 
of the taxpayer. On the other hand, if the 
rents of the yardstick project were near 
O.P.A. legal maximum rents, all rent sched- 
ules for new projects equally reflected O.P.A. 
legal maximum rents, if quality differences 
and amenity and site differentials were prop- 
erly taken care of. 

To sum up: Rental analysis was the tool 
with the help of which the regional F.P.H.A. 
offices worked out rent schedules for public 
housing projects within statutory require- 
ments and the framework of the policy es- 
tablished by the Commissioner. The sched- 
ules themselves—although based on re- 
search and, under the final policy, intended 
to fit into the local rent pattern—were nec- 
essarily the result of common sense and com- 
promise quite as much as that of research. 


MASSACHUSETTS STATE COLLEGE 
AT Fort DEVENS 
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HANSEN ON FULL-EMPLOYMENT POLICIES" 
WILLIAM FELLNER 


OFESSOR HANSEN’s new book gives little 
yo to the stagnation thesis. His 
comments on George Terborgh’s The Bogey 
of Economic M aturity—in which Hansen de- 
fends his thesis concerning the absence of 
adequate investment stimuli in mature 
economies—are reprinted in an Appendix. 
But, aside from this, the book places no em- 
phasis on the problem of prospective secular 
trends. The author is mainly concerned with 
compensatory fiscal policies. His views on 
American secular trends are limited merely 
to the prediction (not really essential to his 
argument) that, in the long run, the in- 
stances in which deflation tendencies will 
have to be counteracted may prove to be 
more frequent, or more typical, than those 
calling for counterinflationary policies. Han- 
sen’s policy recommendations do not in any 
way “stand and fall” with stagnationist con- 
victions. 

The book presents the case for compensa- 
tory fiscal policies in highly readable form. 
If widely read, it will have a desirable influ- 
ence, because “the intelligent public” is in- 
sufficiently aware of the possibilities offered 
by compensatory fiscal policies. The re- 
viewer feels that Professor Hansen under- 
estimates the limitations of these policies, 
but this does not, of course, contradict the 
statement that the influence of his book is 
likely to be in the right direction. 

Most of his proposals seem well founded. 
The central theme of the volume is expressed 
in these words: “The three main measures 
upon which we must rely for stability and 
continuing full employment are (1) a com- 
prehensive and flexible (read: cyclically flexi- 
ble] program of public improvement and de- 
velopmental projects, (2) a comprehensive 
system of social security, and (3) variation 
in the basic income tax rate” (p. 22). A little 
further on, the reader is reminded that— 
while measures such as these would con- 
tribute significantly to keeping aggregate de- 
mand at a satisfactory level—‘‘a country 
may yet suffer from monopolistic restric- 


‘Alvin H. Hansen, Economic Policy and Full 
Employment. New York: McGraw-Hill Book Co., 
1947. Pp. 335. 


tions, from strikes, from unbalanced wage- 
and-price structures, and from unemploy- 
ment in stranded areas” (p. 42). In other 
words, a balanced price-and-wage structure 
and a reasonable degree of mobility and 
flexibility are also indispensable for accom- 
plishing the desired objective. Nevertheless, 
we cannot hope to attain these at unsatisfac- 
tory levels of aggregate business activity. 
If these statements, taken in combination, 
are regarded as the basic thesis of the book, 
the number of dissenters will be small among 
professional economists. 

Hansen rightly emphasizes the urgency, 
from the social point of view, of a substan- 
tial school-building program and of the con- 
struction, on a significant scale, of hospitals 
and public health facilities. An adequate 
construction program for low-cost housing 
would also absorb large public funds. If, in 
addition, the necessary public outlays on 
highways, urban redevelopment, etc., are 
taken into account, we arrive at a ten-year 
program of socially and economically urgent 
public works which adds up to seventy- 
eighty billion dollars, in present prices. If 
such a program were timed countercyclically 
(that is, if it were speeded up considerably 
when depression tendencies manifest them- 
selves and slowed down correspondingly in 
boom years), the compensatory public in- 
vestment activity of the weak periods would 
become quite significant, and it would not 
be necessary to resort to kinds of public 
works which could be considered wasteful in 
any sense. 

However, the author does not base his 
program on public works alone. He also 
stresses the need for flexible tax policies. The 
basic income-tax rate should be made to 
vary with business conditions (a proposal 
which was made recently also by the econo- 
mists of the Committee for Economic De- 
velopment). In Hansen’s opinion, this re- 
quires delegating to the administration the 
power to change the basic rate. The reviewer 
feels that the political obstacles standing in 
the way of such a solution are considerable, 
and that similar results could conceivably be 
obtained by delegating the same power to & 
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congressional committee. In any case, cycli- 
cal flexibility in the basic rate would be high- 
ly desirable. 

Some of the author’s proposals, aimed di- 
rectly at strengthening private investment, 
are also very much to the point. He favors 
extending loss-deduction provisions to 
longer periods, and he suggests giving tax 
allowances for such business profits as are 
reinvested in real capital. These are con- 
structive suggestions, although limitation of 
the allowances to “real” (i.e., direct) rein- 
vestment might unduly stimulate—or even 
“force” —self-financing. It might be desir- 
able to include certain types of productive 
loans in the category of funds for which 
allowances are given, although one would 
have to face several technical difficulties in 
an attempt to find a workable and equitable 
definition of these loans. 

The main difficulty which a thoroughly 
consistent full-employment policy—i.e., a 
policy removing the potentiality of business 
recessions—would have to face is not dis- 
cussed extensively in the book. (The author 
perhaps feels it unnecessary to consider this 
difficulty in detail, because he says, on two 
occasions, that even his program would not 
succeed in eliminating the cycle completely. 
But this does not really settle the matter.) 
A de facto guaranty of full employment 
would create conditions in which a chronic 
upward pressure on prices and wages would 
have to be anticipated. Any group acting in 
its own interest would have to proceed on 
the assumption that the other groups will 
exert an upward pressure on wages and 
prices regardless of how the group itself be- 
haves. Consequently, a public-minded 
(rather than “narrowly selfish”) attitude on 
the part of any one group would place it at a 
disadvantage without forestalling the infla- 
tionary tendency. This is the prototype of a 
situation in which people can be made pub- 
lic minded—or “responsible” from the point 
of view of the economy as a whole—only by 
nigid co-ordination, that is to say, by con- 
trols. Both Sir William Beveridge and Pro- 
fessor Hansen assume this dilemma away by 
maintaining that, under the conditions here 
postulated, labor would behave with more 
“responsibility” because labor leaders would 


255 


realize that wage increases which exceed the 
rise in productivity bring no gain to labor as 
a whole. Beveridge is inclined to feel that 
this assumes a national bargaining unit for 
labor as a whole and that the product prices 
would have to be controlled by the govern- 
ment. Hansen places less emphasis on the 
national bargaining unit for labor and ap- 
pears to be more optimistic with respect to 
the effects of mere publicity, as opposed to 
controls, when explaining why product prices 
would not have to rise in these conditions. 

In reality, however, it seems very likely 
that wages, prices, the quality of goods and 
services, and the regional and occupational 
distribution of resources would have to be 
controlled rigorously, whether or not a na- 
tional bargaining unit is established for la- 
bor. For even a national unit would consist 
of constituent groups, and the national or- 
ganization would probably find it expedient 
to yield to these in succession. Moreover, the 
labor representatives would tend to main- 
tain that the wage increases they demand 
need not result in price increases, while pro- 
ducers would tend to argue that these wage 
increases would justify an even sharper rise 
in the price level than that which actually 
occurs. 

Ultimately, the dangers stem not from 
the mere fact that removal of the potential- 
ity of business recessions would call for 
rigorous controls, but from the additional 
circumstance that, in the long run, “demo- 
cratic” authorities are incapable of exercis- 
ing the required kind of controls effectively. 
For, in “normal” times, these authorities 
also show a very high propensity to yield to 
various power groups in succession. Since 
they depend on them for support and for re- 
election, this is unavoidable. It would be 
realized that the existence of power groups 
other than “the government” renders the re- 
quired system of controls unworkable. Con- 
sequently, the tendency would be toward 
making the government authorities inde- 
pendent of all groups representing particular 
interests. This, of course, is a roundabout 
way of saying that tendencies of a distinctly 
“totalitarian” character might develop. 

Clearly, it does not follow that we should 
take a laissez faire attitude toward the prob- 





9 
2 
¢ 
; 
4 
3 
- 





256 WILLIAM FELLNER 


lem of unemployment. On the contrary, 
there exists no surer way of producing 
abrupt institutional changes than that of 
remaining inactive in the face of tendencies 
toward mass unemployment. This cannot be 
stressed sufficiently. Tendencies toward 
mass unemployment are certain to develop 
periodically, and periodic-depression tend- 
encies are apt to have disastrous after-effects 
on the “secular” trend if they are not coun- 
teracted at a reasonably early stage. From 
the preceding considerations, however, it 
does follow that—if, by adopting a truly 
consistent full-employment policy, we guar- 
antee economic impunity for wage-and-price 
increases and for quality deterioration—we 
have to substitute legal penalties for the 
economic, If, because of its administrative 
and political consequences, we want to 
avoid an abrupt change of this character, 
we shall have to be satisfied with compro- 
mise solutions. The pertinent questions 
would seem to be these: (1) What ‘“‘con- 
trols” are compatible with democratic insti- 
tutions; that is, what controls are acceptable 
to public opinion in democratic communi- 
ties and at the same time are manageable by 
the democratic political authority? (2) 
Given these controls, how much economic 
penalty must be left to stand in the way of 
inflationary patterns of behavior in order to 
forestall them effectively? 

All this points to the imperative necessity 
of reducing the amplitude and the severity 
of economic fluctuations very considerably, 
as compared to the past. At the same time, 
these considerations make it appear highly 
improbable that the cycle could be elimi- 
nated without sacrificing essential values of 
partly economic and partly political char- 
acter. Up to what limit is the objective of 
full employment complementary with that 
of “political freedom,” and from what point 
on is there a conflict between the two objec- 
tives? This is a crucial issue, requiring ex- 
plicit recognition and analysis. Hansen de- 
nies the seriousness of this issue on the as- 
sumption that, in a full-employment econ- 
omy, all groups would show very much more 
sense of responsibility. He does state that 


his “full-employment program” would not 
succeed in eliminating the cycle altogether, 
but such a statement does not answer the 
questions here raised. What is needed is the 
orientation of monetary and fiscal opera- 
tions toward employment objectives on the 
one hand and price-level objectives on the 
other. Such a policy can prove successful 
only if moderate concessions, at the expense 
of any one objective, result in coming rea- 
sonably close to accomplishing the others. 
It is to be hoped that this will turn out to be 
the case, but the problem is inherently one 
of degrees and of a deliberate balancing of 
objectives. In much of the full-employment 
literature, this is overlooked; Hansen’s book 
is no exception. 

However, it remains emphatically true 
that—in many circles, including influential 
ones—the possibilities offered by compensa- 
tory fiscal policy are seriously underesti- 
mated, if not disregarded. There is not much 
danger that these circles will want to plunge 
into the Hansen policies without recognizing 
the existence of other objectives. But there 
is grave danger that they will fail to recog- 
nize that compensatory fiscal policy may go 
a long way toward eliminating periodic mass 
unemployment, which is not merely a major 
source of human suffering but also a major 
threat to the present type of institutional 
setting. It would be gratifying if Hansen’s 
book reached these circles, for it would make 
an impression on every intelligent reader, 
not merely on professional economists. 

The book also provides information con- 
cerning compensatory fiscal measures 
adopted or advocated in other countries. 
Furthermore, it contains criticisms of com- 
pensatory monetary policies other than 
those advocated by the author. The brief 
analysis contained in these passages of the 
book cannot, of course, be exhaustive. Con- 
sequently, many readers will (and, I think, 
should) feel that Hansen’s categorical con- 
clusions, with respect to alternative policies, 
remain controversial. But the issues are pre- 
sented with clarity and so are the author's 
own views. 

UNIVERSITY OF CALIFORNIA 
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BUSINESSMEN’S INFORMATION ABOUT PROFIT- 
ABILITY OF LOCAL ENTERPRISES 


GERTRUDE E. AND ALFRED R. OXENFELDT 


USINESSMEN can be viewed as adminis- 
trators who determine within broad 
limits how the nation’s manpower and ma- 
terial resources are used. Although circum- 
scribed by market pressures, businessmen 
enjoy independence of action within a con- 
siderable area. 

Economic writings have increasingly rec- 
ognized the strategic role of the entrepre- 
neur. It has become fashionable to speak of 
anticipations as well as of actualities; there- 
by additional uncertainty quite properly has 
been introduced into economic theory. But 
businessmen’s knowledge of pertinent eco- 
nomic data and their ability to forecast 
predictable developments correctly are not 
merely academic questions. For example, 
entrepreneurial rationality could be en- 
hanced by the promulgation of information 
now either inaccessible or held secret. 

It was with this orientation that the au- 
thors undertook an experimental study of 
businessmen’s knowledge and anticipations 
during 1943-44. Businessmen in the city 
of Boulder, Colorado, were questioned about 
the relative profitability of established busi- 
nesses in the city and about the profitability 
of various lines of business for new firms. 
By means of questionnaires, supplemented 
by personal interviews, the participants in 
the survey were asked the following ques- 
tions: 


1. Which do you think were the three most 
profitable lines of business in Boulder before 
the war? 


2. Which would have been most profitable 
for a new business to enter? 

3- Which do you think will be the three most 
profitable lines of business in Boulder a few 
years after the war ends? 

4. Which will be most profitable for a new 
business to enter? 
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Before analyzing the survey findings, it is 
important to observe that the study was 
carried out among businessmen who were 
expected to be better informed than the 
average. In the first place, Boulder is a small 
city (population about 15,000), with only 
about 300 bus.nesses listed in the telephone 
directory at the time that the survey was 
made. Almost every businessman was there- 
fore able to be well acquainted with a large 
proportion of the other local businessmen. 
Second, the businessmen questioned includ- 
ed a majority of the most successful in the 
city. Forty-two of the 67 respondents had 
been selected in another connection" as 
among the most successful business-owners 
in Boulder. Even the other 25 respondents 
had operated their current businesses for an 
average of twelve and a median of eight 
years. Third, the University of Colorado 
School of Business, situated in Boulder, 
probably had an “uplifting” effect upon 
local business. Fourth, the questions asked 
are basically less difficult than many prob- 
lems about which businessmen must act on 
the basis of forecasts rather than of knowl- 
edge. For these four reasons, the results of 
this study were originally expected to over- 
state businessmen’s knowledge. 


MOST PROFITABLE LINES BEFORE THE WAR 


Answers to the question: “Which do you 
think were the three most profitable lines of 
business in Boulder before the war?” could 


t The study herein repofted was part of a ques- 
tionnaire study which investigated equality of 
opportunity in Boulder. Dean Elmore Peterson, of 
the University of Colorado School of Business, selec- 
ted the 66 most successful business-owners in Boulder 
on the basis of his wide contacts with the business- 
men and business organizations in the city. In ad- 
dition to the 66 leaders, questionnaires were sent to 
all other independent business-owners listed in the 
telephone directory. 
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have been based on fact rather than on con- 
jecture. In theory, businessmen are pre- 
sumed to know the answers to such ques- 
tions. More important, whether or not the 
correct answers are known makes a differ- 
ence in the economic behavior of the com- 
munity. 

The survey recorded wide disagreement 
among the respondents. Although the inves- 
tigators did not know the correct answer, it 
is clear that neither did most of the respond- 
ents. The answers were scattered over so 
wide a range that, no matter which trades 
were most profitable, most respondents cer- 
tainly did not name them. Even if the re- 
spondents had agreed, they would not neces- 
sarily have been correct. But since they 
disagreed, most of them were bound to 
have been incorrect. 

The trades listed varied from filling sta- 
tions to beauty parlors, from groceries to 
manufactories of mining equipment. Forty- 
three different lines of business? were named 
among the 181 choices and almost half of 
these lines were selected by only one or two 
respondents. 

The dairy-products business was listed fif- 
teen times, more often than any other, but 
accounted for only 8 per cent of all choices. 
Of course, some of the 15 respondents listing 
this trade made it their second choice and 
others listed it third. Put conversely, 46 

*Lines of business may be defined broadly or 
narrowly. The investigators defined “line of busi- 
ness”’ narrowly and, in so far as possible, specific 
trades—not merely general types of business— 
were classified separately. However, when respond- 
ents used different words to designate what appar- 
ently were the same or closely related trades, their 
responses were grouped together in the tabulations. 
For example, the respondents’ listings of automo- 
bile sales, automobile sales and repairs, automobile 
sales and finance, as well as automotive industry 
were all combined into one trade called “automotive 
retail.” Excluded from this trade were automobile 
accessories, automobile sales financing, automobile 
repair and garages, and filling stations. Unfor- 
tunately, because of the indeterminate number 
of trades which the respondents might have listed, 
it was not possible to compute measures of stand- 
ard error. As a result, one cannot state the extent 
to which the degree of consensus found exceeds 
that which could have occurred by accident under 
random selection of “lines of business.” 


men, answering the question and making an 
average of three nominations, did not men- 
tion dairy products. If dairy products were 
in fact the most profitable trade, over 75 per 
cent of the respondents did not realize it. If 
a trade other than dairy products were the 
most profitable, a still greater proportion 
did not know the most profitable trade. 

Twenty of the respondents had attended 
or were graduated from college. These men 
showed little more consistency in their selec- 
tions than did the others. About two-thirds 
of the trades they listed were selected by 
only one or two respondents. 

For the purpose of comparison and sum- 
mary, two indexes of entrepreneurial infor- 
mation were employed: (1) the Index of 
Consensus, the number of times which the 
most frequently named trade was listed 
as a proportion of all listings; (2) the Index 
of Minimum Ignorance, the proportion 
of respondents who did not mention the 
most frequently nominated trade. Table 1 
presents these indexes of the respondents’ 
opinions concerning the most profitable 
trades in pre-war Boulder. 

Since most respondents listed more than 
one trade—even if they all agreed that one 
trade was most profitable—the Index of 
Consensus would necessarily be less than 
100 per cent. The Index of Minimum Igno- 
rance would be zero if, among their several 
choices, all respondents listed a particular 
trade (even if their other choices varied); 
this index therefore probably understates 
the inconsistency of the answers. 


MOST PROFITABLE LINES FOR NEW FIRMS 
BEFORE THE WAR 


In answering the question: “Which [lines] 
would have been most profitable for a new 
business to enter?” the respondents were on 
difficult ground. Only to a small degree 
could answers be based upon direct observa- 
tion or knowledge. New firms had not been 
established in all trades during the imme- 
diate pre-war period; the question, there- 
fore, necessarily called for judgment as well 
as knowledge. But it should be remembered 
that the respondents were in business for 
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themselves and had made the kind of judg- 
ments implicit in the selection of the most 
profitable trade for new business. 

Most respondents recognized a difference 
between the most profitable trades for es- 
tablished firms and for new firms. They did 
not always list the same industries as most 
profitable for both new and old business, al- 
though 56 per cent included among their 
choices of most profitable lines for new busi- 
ness at least one line which they had also 
selected as most profitable for established 
business. 


been the best lines for a new firm to enter 
(Table 1). 

Again, the respondents who had attended 
college showed only slightly greater agree- 
ment in their choices than did the others; al- 
most a third of the college-educated were un- 
willing to venture any choices at all. 


BUSINESS PROSPECTS FOR THE 
POSTWAR PERIOD 


The respondents agreed about the profit 
prospects of the postwar period far more 
than they had about the pre-war period. 


TABLE 1 


BUSINESS-OWNERS’ KNOWLEDGE OF THE MOST PROFITABLE 
LINES OF BUSINESS IN PRE-WAR BOULDER 


(All Respondents Compared with Those Who Attended College) 








Most PROFITABLE FOR 
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Established Firms New Firms 

All Attended All Attended 
Respondents College Respondents College 

61 20 35 13 

181 59 50 13 

43 27 3° 12 

15 6 4 2 
8% 10% 8% 15% 


757% 70% 89% 85% 














Only 60 per cent as many men ventured 
to select the most profitable lines of business 
for new firms as for established firms. As was 
to be expected, respondents agreed even less 
frequently concerning the most profitable 
trade for new firms. They listed 30 different 
trades, of which 19 were listed only once and 
none more than four times.’ Four respond- 
ents agreed that clothing, and four that 
hardware and mining supplies, would have 

+ Respondents listed fewer choices than in the 
case of established business, partly because of the 
difficulty of replying, partly because of the am- 
biguity of the question as to the number of choices 
requested. In addition, four respondents stated that 


there had been no profitable opportunities for new 
businesses in Boulder in the pre-war period. 


Even though, at the time they answered, 
the war’s end seemed remote to most people, 
Boulder businessmen foresaw postwar de- 
velopments with far greater unanimity than 
they reviewed actual circumstances before 
the war. It apparently was easier to foresee 
a lively business in selling products that 
were not available during the war than it 
was to know the relative profitability of the 
various trades before the war. Even though 
they were asked about the profitability of 
trades a few years after the end of the war, 
most respondents apparently answered in 
terms of the immediate postwar period. 

Of those responding, 70 per cent predict- 
ed that the automobile industry would be 
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one of the three most profitable postwar 
industries. This yields an Index of Minimum 
Ignorance of only 30 per cent (Table 2). 
Eighteen respondents agreed in listing the 
retailing of electrical appliances, the second 
most frequent choice. 

Despite the considerable agreement on 
the profitability of a few trades, over 30 
industries were mentioned by only one or 
two respondents. 


As compared with the others, more re- 
spondents with a college education agreed 
that automobile retailing would be most 
profitable for new business after the war 
(Table 2). 


EVALUATION 


It is dangerous to conclude from the facts 
presented here that businessmen lack either 
pertinent economic information or the abili- 


TABLE 2 


BUSINESS-OWNERS’ PREDICTIONS OF THE MOST PROFITABLE 
LINES OF BUSINESS IN POSTWAR BOULDER 


(All Respondents Compared with Those Who Attended College) 
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Established Firms New Firms 
All Attended All Attended 
Respondents College Respondents College 
III, ovis deve ncennsesesenes 57 20 45 17 
IR noo vecccscesspeceses 164 60 7° 19 
Different lines of business named.......... 45 24 32 8 
Number of respondents agreeing on most fre- 
PENN, oo6cscccccteseneevec 40 16 21 10 
helen EC ee oe 24% 27% 30% 53% 
Index of Minimum Ignorance............. 30% 20% 5 3% 41% 

















MOST PROFITABLE LINES FOR NEW 
FIRMS IN THE POSTWAR PERIOD 
Respondents found prediction of the lines 
which would be most profitable for new 
firms in the postwar period more difficult 
than guessing about established firms. Only 
four-fifths as many respondents answered 
about new business as about established 
business. Of those answering, however, al- 
most half agreed that automobile dealer- 
ships would be most profitable for new 
firms. Respondents averaged only slightly 
over one and one-half choices each. Again, 
the limited number of choices per respond- 
ent may be attributed partly to the difficulty 
of answering and partly to the ambiguity 
of the question as to the number of choices 
requested.‘ 


‘An additional respondent anticipated no op- 
portunities for new business in the postwar period. 


ty to evaluate available information. Part 
of the dispersion of the replies may be due to 
the indefiniteness of the questions which 
asked for profitability “before the war” in- 
stead of in a specific pre-war period. The 
question was intended to obtain respond- 
ents’ opinions concerning average profita- 
bility in the few years preceding the war. 
It can be assumed that the respondents had 
the same general period in mind when an- 
swering the questions on “profitability be- 
fore the war.” However, a definitely speci- 
fied period would have made the answers 
more strictly comparable, even though it 
might have dissuaded some of the more 
cautious respondents from answering. 
Furthermore, the questions concerning 
the profitability of established business may 
have been variously interpreted. Respond- 
ents may have understood the phrase “the 
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BUSINESSMEN’S INFORMATION ABOUT PROFITABILITY 


most profitable line of business” to mean 
the field in which the single most profitable 
business in Boulder was engaged or they 
may have answered in terms of the average 
profits of all concerns operating in the vari- 
ous trades. Part of the dispersion of the re- 
plies is probably due to this ambiguity, for 
the two interpretations could lead to differ- 
ent results. 

Finally, in analyzing the results one must 
remember that the respondents did not 
make a special effort to collect the pertinent 
information or to apply themselves to select- 
ing the most profitable trades as they would 
have if they had been seriously contemplat- 
ing action. 

These qualifications notwithstanding, it 
is disconcerting to find such disagreement 
among successful business-owners (including 
the college-educated) under conditions ap- 
parently favorable for correct answers. (Re- 
spondents may even have consulted one an- 
other in answering the questionnaire, there- 
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by diminishing variation in the responses.) 
Although a respondent might not have been 
planning to enter a new line, he could have 
been expected to be informed about oppor- 
tunities in alternative employments and to 
be ready to consider changing or expanding 
his line if it were profitable. If successful 
businessmen are not well informed, resources 
will be slow to shift into the most profitable 
employments, since new opportunities are 
generally exploited first by established con- 
cerns in related lines and not by com- 
pletely new firms. Conversely, misinforma- 
tion may lead to wasteful investment. 
These survey results are not offered as 
proof of businessmen’s scanty information, 
though they are consistent with such a con- 
clusion. Instead, they indicate a method for 
studying a problem heretofore resting al- 
most exclusively on speculation. 
West Hempsteap, N.Y. 
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Mehrkonsum: Eine Untersuchung iiber die 
sosialwirtschaftliche Bedeutung des Postulates 
einer aktiven Férderung des Massenkonsums. 
By WALTER EGGENSCHWILER. Bern: A. 
Francke, 1946. Pp. 174. Sw. Fr. 11.50. 


In his book on “additional consumption,” 
which he calls an inquiry into the socioeconomic 
significar.ce of an active promotion of mass con- 
sumption, Eggenschwiler proposes government 
subsidies to the lower-income classes, financed 
through printing of money, as a solution to the 
problem of the underconsumption which is 
chronic in the leading industrial nations. To 
avoid “leakages” through an increase of im- 
ports, he suggests international co-operation in 
carrying out this policy. As a supplementary 
measure, he would strengthen the progressivity 
of the tax structure, particularly the personal 
income tax, as a means of redistributing income. 

In the simplicity and straightforwardness 
with which Eggenschwiler argues his case lie 
both the strength and weakness of the book. 
His diagnosis of the business cycle in the over- 
simplified terms of a disbalance between pro- 
duction and consumption because of the tend- 
ency of individuals to save too much and con- 
sume too little goes to the heart of the problem, 
but at the same time slides over many impor- 
tant factors. 

And his recommendation is still less convinc- 
ing. In advancing the proposal as an attempt to 
preserve the private capitalistic economy, he 
fails to recognize what a drastic departure it 
would be from the accepted principles of that 
system. No attention is given to the disruptive 
effect that such subsidies, unrelated to produc- 
tion, might have on economic incentives and 
consequently on the “automatic” market 
mechanism. He also vastly underestimates pop- 
ular resistance to the idea of government “hand- 
outs”—from the workers themselves, who have 
always opposed the dole—which makes the proj- 
ect politically unfeasible. Similarly, there is no 
discussion of the major administrative difficul- 
ties that would be encountered. 

A much more basic objection to the proposal, 
however, is the fact that it does not attempt to 
deal with fundamental structural difficulties in 
the economy. Eggenschwiler himself admits (p. 
136) that his suggestion would provide only a 


temporary palliative, since once the more urgent 
needs of the lower-income classes were satisfied, 
the problem of chronic underconsumption 
would re-emerge. He hopes, vaguely, that at 
that time something might be accomplished by 
stimulation of consumption through education 
and government advertising. 

Fortunately, there is still a great deal that is 
fundamental that can be done within the frame- 
work of private capitalism before having re- 
course to a “remedy” that revises that frame- 
work without solving the problem. Forthright 
government measures designed to make the 
price structure more flexible, to control monop- 
oly, to foster collective bargaining, to increase 
minimum wages, and to keep wages in line with 
productivity would go far toward bridging the 
savings-consumption gap. Likewise, consump- 
tion would be stimulated by a reform and ex- 
pansion of the social security system and 
through government outlays for housing, 
health, education, and urban and regional de- 
velopment—matters that are lightly dismissed 
by Eggenschwiler. 

Despite these shortcomings, Eggenschwiler’s 
book is a scholarly discussion of the problem as 
he sees it, and reveals a wide familiarity with the 
literature on the subject, especially the modern 
Continental writers who are not so well known 
in this country. Particularly well done is his 
appraisal in chapter ii of the effect of consumer 
subsidies in relation to past population trends 
and theories. However, his overly profuse use of 
footnotes, and footnotes to footnotes, makes for 
unduly burdensome reading, if the explicit 
warning that they should be read in connection 
with the text is heeded. 


WALTER F. STETTNER 
Washington, D.C. 


Britain: Partner for Peace. By PERcy ELwooD 
CorBetr. (“Institute of International 
Studies, Yale University.””) New York: Har- 
court, Brace & Co., 1946. Pp. 177. $2.00. 

Rival Partners: America and Britain in the Post- 
war World. By Kerra Hurtcutson. New 
York: Macmillan Co., 1946. Pp. viii+262. 
$2.00. 
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Despite the similarity of their titles and the 
fact that both deal with Anglo-American rela- 
tions, these two books are in no way rivals. On 
the contrary, each forms a useful complement 
to the other. Their almost simultaneous appear- 
ance should prove fortunate and not the reverse 
to their authors, for anybody who has read one 
of them would be well advised to secure a copy 
of the other. 

Mr. Corbett deals with the problems of 
power and security, Mr. Hutchison with the 
economic problems that face England and the 
United States today. Mr. Corbett writes in a 
style that is so sober that on occasion it becomes 
somber; Mr. Hutchison writes financial jour- 
nalese, on occasion with a neat turn of phrase. 
Mr. Corbett is anxious to show that he is a 
hard-boiled realist and sometimes seems to im- 
ply that the only social value that matters is 
power; Mr. Hutchison is a buoyant realist. 
But, far apart as these two books thus are in 
style and scope, they are scarcely ever in con- 
tradiction, and both, for different reasons and 
by very different routes, reach the conclusion 
that the partnership begun during the war must 
be continued. 

In Britain: Partner for Peace the question is 
put bluntly as to whether Britain has been so 
much weakened by this war as to render a con- 
tinuation of that partnership worth while. An 
important part of the book is devoted to an as- 
sessment of the losses suffered. The conclusion 
finally reached is that “the partnership with 
Britain should be a partnership with the Com- 
monwealth as an association contributing to the 
strength and morale of its members. Any 
tendency of those members to retreat into the 
orbit of the United States, far from being en- 
couraged, should be resisted.’”’ I shall not en- 
deavor to retrace the path of Mr. Corbett’s 
argument. Suffice it to say that it leads him to 
a consideration of the economic and political 
situation both of the United Kingdom and of 
the Commonwealth and to a consideration of 
the security value of the United Nations and of 
the inevitable survival of power politics. 

The book is valuable for two reasons: first, as 
is to be expected from its authorship, it is ex- 
ceptionally informative and scholarly, and, sec- 
ond, it is thoroughly sensible. The reader may 
disagree with Mr. Corbett on one point or an- 
other, and no doubt will do so; but few readers 
will, I fancy, question his sound common sense 
or deny that his realism has justified itself. Most 
open to question, perhaps, will prove to be the 


pages in which the veto clauses of the United 
Nations Charter are discussed. He seems to 
consider these clauses and the Charter as a 
whole the inevitable result of existing conditions 
and at least some improvement over the Cove- 
nant of the League of Nations and its unanimity 
principle. But he refrains from pointing out 
(a) that when a right of veto is specially granted 
to a few selected powers it is much more likely 
to be used and abused than when all share the 
same privilege; (6) that, under the Covenant 
powers, a party to a dispute had no right of vote 
and therefore no veto. It is difficult to escape the 
conclusion that, as regards the initial procedure 
of peaceful settlement, the Charter is weaker 
than the Covenant. Indeed, Mr. Corbett states 
himself that “it is only where the concurrence of 
the five great states is assured, that the new 
league will offer any clear advantage over the 
old in speed and efficiency of action.’’ Where the 
concurrence of the five great powers is assured, 
international machinery to facilitate speed and 
efficiency is scarcely required. 

His final legal interpretation of the Charter, 
however, suffers from no illusion. Under this in- 
strument, he observes, there is for each of the 
five great powers “an obligation to act if it 
wishes to act; and lawyers will be inclined to say 
that this is no obligation at all. Legally speak- 
ing, this leaves us in the position which existed 
under the League Covenant. No more advanced 
position is indeed possible while states remain 
sovereign.”’ Morally, the Charter is weaker than 
the Covenant for the reasons just mentioned 
and because the Assembly, which alone can 
bring the conscience of the world to bear on the 
world’s troublemakers, has been deprived of 
much of its power. 

Mr. Corbett’s treatment of the United Na- 
tions is, of course, incidental to his main theme. 
His purpose is to show that the Charter is “far 
from satisfying the British demand for se- 
curity” or, indeed, the demand of any other 
country. We remain today as always, he argues, 
in an unstable balance of power. In the struggle 
for power the path of wisdom for the United 
States and for the Commonwealth is the same 
path. 

It is difficult to do justice to Britain: Partner 
for Peace in a few lines, owing at once to the 
wide area Mr. Corbett surveys and the closeness 
of his reasoning. If I add one or two comments, 
therefore, on the pages dealing with economic 
questions it is with no wish to detract from the 
value of the book but rather in the hope that a 
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few changes may be made when the time has 
come to issue a second edition. The statement 
on page 18 that Britain was producing one-third 
of the food which she consumes, though fre- 
quently made in the public press and in Parlia- 
mentary debate, really conveys no meaning 
unless one knows whether the calculation refers 
to weight, calories, or value, and no very useful 
meaning if it refers to weight. The figures con- 
cerning Britain’s trade and credit balance on 
page 25 are misleading, as they have not been 
adjusted for price changes. On the same page 
the figures of public debt should have been sup- 
plemented or replaced by those for debt service, 
which present a very different picture. The 
anticipated receipts from overseas investments 
on page 26 must be gross, though the context 
implies that they are net. It is not obvious why 
Mr. Corbett is so concerned about the prospect 
of declining industrial activity in the United 
Kingdom. The index of industrial production in 
the middle of 1939 was more than 20 per cent 
higher than in the boom year 1929, although 
there were over a million unemployed. Mr. 
Corbett’s picture is somewhat too gloomy and 
requires checking by reference to Rival Partners. 

Mr. Hutchison, however, though writing in a 
buoyant style, is far from being unduly opti- 
mistic about prospects either in the United 
States or in the United Kingdom. The problem 
facing this country, he insists, is whether 
private enterprise can furnish, not the goods, 
but the jobs. Indeed, the central thesis of 
his book is the need for successful full-employ- 
ment policies. Planning for full employment is, 
he believes, essential if a short-lived boom fol- 
lowed by a disastrous deflationary movement is 
to be avoided. In England, on the contrary, he 
fears that “over-consumption and under-pro- 
duction might, in the absence of preventive 
measures, bring about inflation.”” But preven- 
tive measures have been abandoned since 
the war, and Mr. Hutchison gives a lucid and 
sympathetic account of the motives and meas- 
ures of British economic and social policy. In 
doing so, he underestimates neither the gravity 
of the direct and indirect losses suffered since 
1939 nor the risks of planning rather for private 
than for public ends—risks, however, which 
have been materially reduced since he wrote. 

The second thread to Mr. Hutchison’s gen- 
eral thesis is the need for applying, as rapidly 
and as fully as possible, the lines of policy laid 
down in the Atlantic Charter, at Hot Springs, 
Bretton Woods, San Francisco, etc. The book 


thus becomes a defense, and a well-reasoned 
defense, of the international economic policy 
officially approved today. It makes no striking 
new Contribution to thought and fails to bring 
out fully the need for co-ordinating full-employ- 
ment policies, on which so much emphasis is 
laid in Economic Stability in the Post War World, 
a report which, indeed, he does not appear to 
have studied. But his facts are well marshaled, 
he manipulates his figures with ease and skill, 
and in considering the dangers that may arise 
from national prejudice or monopolistic tenden- 
cies he shows complete impartiality. At no point 
does his idealism cause him to shut his eyes to 
realities. 

A. Lovepay 
The Institute for Advanced Study 

Princeton University 


Foundations of National Power: Readings on 
World Politics and American Security. Edited 
by HAROLD and MARGARET SPROUT. Prince- 
ton: Princeton University Press, 1946. Pp. 
x+774. $4.25. 

International relations as an academic dis- 
cipline is being beset by a number of handicaps. 
On the one hand, the desire to reform the rela- 
tions between nations has created a tremendous 
evangelical literature which is of very little the- 
oretical value. On the other hand, the realistic 
school has frequently not been able to avoid the 
temptation of becoming either a cross between 
modern history and current events or of losing 
itself in an eclecticism which pretends to have 
an expert judgment on all topics bearing upon 
international affairs. 

This collection of readings happily avoids 
these different pitfalls. Starting out with the 
“Bases of International Politics,” it deals in 
succession with “The European Realm of the 
Great Powers,” “The Afro-Asian Realm of 
Rival Imperialisms,” “The American Realm 
between Europe and Asia” and the “Founda- 
tions of Peace and a New World Order.” 

This last section is not as satisfactory as the 
preceding ones, for it is here that the method 
of selected readings, which is anyhow only 4 
substitute for the perusal of the important lit- 
erature in toto, proves itself to be inferior to 
the systematic treatment of the problems and of 
their suggested solutions. As a whole, however, 
this volume is a most valuable addition to the 
literature which will aid teacher, student, and 





wi —_ ae — — 


nan = 


BOOK REVIEWS 


the general public alike in the understanding of 
both the perennial and contemporary problems 
of international politics. 


Hans J. MoRGENTHAU 
University of Chicago 


National Interest and International Cartels. By 
CHARLES R. WHITTLESEY. New York: Mac- 
millan Co., 1946. Pp. vit+172. $2.50. 


According to the author, this book is in- 
tended to be an interpretative study of inter- 
national cartels, designed to examine critically 
both the flood of contentions, pro and con, and 
the mass of data brought to light in recent years. 

Only half of this announced purpose is seri- 
ously pursued. The arguments on both sides of 
the cartel problem are stated and appraised. A 
few cases are mentioned for illustrative pur- 
poses; but, though Whittlesey is obviously fa- 
miliar with recent cartel literature, he has not 
attempted to substantiate his conclusions by an 
analysis of the evidence. His summing-up is of 
argument rather than of data. 

In spite of his belief that international cartels 
have certain constructive possibilities, Whittle- 
sey regards them as generally objectionable. At 
some points in the argument the objection is 
based upon the fact that private restrictions are 
inconsistent with the automatic adjustments of 
a competitive economy. At others it is based 
upon a dislike of the “far-reaching restriction- 
ism” of cartels. Export associations like those 
permitted by the Webb-Pomerene Act are given 
cautious approval on the ground that they may 
enable businessmen to organize units large 
enough for foreign trade without unduly enlarg- 
ing the size of their enterprises in domestic com- 
merce. Interchange of technical discoveries 
through international private business agree- 
ments is commended on the condition, fre- 
quently unrealized in practice, that it is not di- 
rected toward restrictive ends. Little force is 
found in the arguments that cartels are useful 
as stabilizers of the economy. 

Whittlesey discounts the political argument 
against cartels for reasons which are not clear to 
this reviewer. After rejecting the usual conten- 
tions that cartels helped to create wartime 
shortages, that they became instruments of 
espionage, that they undermined the position of 
the United States in Latin America, and that 
they contributed to the success of totalitarian 
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governments, he accepts the view that inter- 
national cartels have been made instruments for 
war, that their restrictive purposes outside Ger- 
many were in harmony with Nazi ideas, that 
their restrictions within Germany could be con- 
trolled by totalitarian means, and that in demo- 
cratic countries adequate ways of regulating 
cartel restrictions are incompatible with demo- 
cratic institutions. These admissions concede all 
that is important in recent political charges 
against the cartel system. The point of Whit- 
tlesey’s objections to these charges appears to be 
that the critics of cartels have not adequately 
recognized the existence and the significance of 
alternative types of restrictive instruments 
which have been used for political ends. 

Whittlesey’s recommendations for coping 
with cartel problems are notably conservative. 
True, he would require compulsory licensing of 
patents, either in all cases or as a remedy for 
abuse. Otherwise, however, he proposes no sig- 
nificant change in our national law and policy. 
He would divide the responsibility for this pol- 
icy among several agencies, including two new 
ones to obtain information about international 
business agreements and the policies of foreign 
governments toward cartels. The grounds: for 
segregation of the various functions are not fully 
discussed. Internationally, he would set up an 
organization with representatives from capital, 
management, consumers, labor, and agriculture 
to study the cartel problem and to formulate 
proposals for meeting it. This suggestion is a 
definite retrogression from the positive program 
of joint international action which the American 
Department of State has proposed; but the de- 
partment’s plan is neither described nor ap- 
praised. 

Corwin D. Epwarps 

Northwestern University 


Commercial Policy in the Canadian Economy. 
By OrvILLE JouNn McD1armip. Cambridge: 
Harvard University Press, 1946. Pp. xii+ 
397- $4.50. 

This is the first comprehensive tariff history 
of Canada. It covers, in reasonable space pro- 
portions as between the.periods, both the tariff 
histories of the separate British North American 
colonies—which in 1867 and later became prov- 
inces of the Dominion of Canada—and the tariff 
history of the Dominion since 1867. It deals 
with tariff structure and tariff debate, as well as 
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with tariff bargaining relations with other coun- 
tries. Attention is paid to the methods of valua- 
tion for duty, which have been used in Canada 
at times as means of discrimination between 
transportation routes and as emergency or 
standard means of raising the effective rates of 
duty above the normal rates. For the later pe- 
riod, the course of development of four selected 
protected industries under the tariff is sketchedas 
to effective means of giving concrete illustration 
an the general trend of tariff policy and of tariff 
impact on the protected part of the Canadian 
economy. There is nothing of consequence on 
the impact of the tariff on the unsheltered part 
of the Canadian economy. The author suggests, 
along lines familiar in central Canada, that the 
burden of the tariff on the prairie provinces was 
offset by the subsidized rail transportation pro- 
vided to them. This may conceivably be an 
adequate answer to prairie province objections 
to Canadian tariff policy on grounds of regional 
equity. But, in so far as the uneconomic rail- 
road-building policy was made politically neces- 
sary by the tariff policy, the economic case 
against the Canadian tariff is all the stronger. 
To live up to the “Commercial Policy” title, 
treatment of Canadian (including provincial) 
export restrictions on pulpwood and on hydro- 
electric power, of shipping legislation, and per- 
haps also of other matters, should have been 
included. No systematic account is given of the 
administrative structure of the Canadian tariff 
machinery. To American readers the important 
differences between Canadian and American 
procedures of tariff legislation and administra- 
tion would ordinarily not be familiar, and an 
outline account of these differences would have 
been a desirable supplement. 

This is a useful case study for those interested 
in tariff history in general, more especially so 
because Canada has experimented more than 
most countries with special tariff devices. It no 
doubt will be found useful also by those inter- 
ested in or required to study the general eco- 
nomic history of Canada. The work has solid 
merits as a contribution to straightforward and 
unpretentious economic history. It scarcely de- 
serves, however, the claim it makes to be an 
“analytical” account of Canadian tariff history, 
if by “analytical” is meant, as I gather is in- 
tended, “theoretical.” The economic theory 
used, both in its deductive and its quantitative 
phases, is invariably elementary, sketchy, and 
inconclusive. 

The exposition is, for the most part, clear, 
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compact, and to the point. Where, however, 
technicalities of tariff structure or statistical 
comparisons are involved, the text is too often 
so unprecise or otherwise faulty that the reader 
will either feel befogged or, what may be worse, 
be left unaware that the flow of words he is 
reading does not quite make sense as printed. A 
little competent editorial work on the manu- 
script would have been a service to author and 
to readers. 

JACOB VINER 
Princeton University 


Population in Modern China. By Ta Cuen. 
Chicago: University of Chicago Press, 1946. 
Pp. ix+126. $2.50. 


This is the best general discussion of China’s 
population known to the reviewer. Chen makes 
use of all the modern studies of population in 
China and uses them as an experienced demog- 
rapher to draw reasonable conclusions regarding 
the growth and changes in China’s population 
in recent decades. This is in sharp contrast with 
much that is written about China’s population 
and is an indication that the study of demogra- 
phy is beginning to influence the thinking of the 
Chinese regarding their population problems. 
This scientific outlook has already been applied 
in taking censuses in two communities of con- 
siderable size under Chen’s direction and it ar- 
gues well for a fairly rapid increase in the knowl- 
edge of what is happening population-wise in 
China once a stable government is established 
which will support provincial and national cen- 
suses. 

In a brief review such as this it is impossible 
to do more than enumerate some of the chief 
points which Chen discusses. He does not at- 
tempt to state with any precision a figure for 
China’s present population but is clearly of the 
opinion that it has been growing little, if any, 
for almost a century and that it is not as large as 
has quite generally been assumed. This opinion 
the reviewer shares, because, like Chen, he has 
little confidence in the multiplication of the esti- 
mated average size of family or household by 
the estimated number of families or households 
to arrive at total population; also because he be- 
lieves, again like Chen, that the conditions 
which have encouraged population growth in 
many other parts of the Orient in recent decades 
have been lacking in China. 

Chen concludes, from such evidence as 1s 
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available—which he recognizes as highly unsat- 
isfactory—that China has a low rate of natural 
increase. He suggests 5 per 1,000 per year, but 
clearly does not feel any great confidence in this 
figure. He also recognizes that this rate is low 
because of the high death rate, since there is no 
doubt in his mind that the birth rate also is high. 
“Though China also (like Western lands) has a 
low rate of natural increase, a quite different set 
of causes have been in operation, such as pover- 
ty and illiteracy, the lack of medical progress 
and public health, a low standard of living of the 
masses, and the absence of birth control” (p. 
9). 

. The reviewer knows of no other book on 
China’s population which will so well repay the 
reader who would like to know what is hap- 
pening to it. But the reader should not expect 
precision where data are so scanty and where 
there has as yet been so little opportunity to use 
modern demographic methods of presentation. 
It is greatly to be hoped that Chen’s expecta- 
tions of a fairly rapid increase in census-taking 
in China will be fulfilled and that these data 
will be used in the development of population 
policies relating to both the quantity and qual- 
ity of the population, which he discusses briefly 
in his concluding chapter. 


WaRREN S. THOMPSON 
Scripps Foundation 
Miami University 


The Development of the Soviet Economic System: 
An Essay on the Experience of Planning in 
U.S.S.R. By ALEXANDER BayKkov. Cam- 
bridge, England: Macmillan Co., Ltd., 1946. 
Pp. xv+514. $6.50. 

This book undoubtedly is the most compre- 
hensive statement that has yet appeared in 
English on the development of the Russian 
economy in the interwar period. It owes this 
distinction to a very impressive assemblage of 
factual material on the subject. The book is 
divided into four parts. The first covers what 
has come to be called the period of ““‘War Com- 
munism”; the second treats the period of “New 
Economic Policy.” The last two parts describe 
the era of the five-year plans up to 1940, the 
abolition of rationing at the end of 1935 mark- 
ing the dividing line between the third and the 
fourth parts. Each of these parts contains chap- 
ters on industry, agriculture, labor, and trade. 
Public finance, credit, and money are treated in 
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three, and general planning in two, of the four 
parts. Necessarily, a good deal of the same ma- 
terial can be found in earlier, similarly conceived 
works on the Russian economy. On the other 
hand, Mr. Baykov extends his study to cover 
aspects of the Soviet economy which have been 
neglected or treated perfunctorily by most of 
his predecessors. The description of the Russian 
system of price-fixing is a case in point. 

The study is based exclusively on Russian 
sources. The author has followed the economic 
evolution in Russia for many years. To collect 
the wealth of information contained in the book 
must have required a formidable effort. The 
facts presented are generally reliable and, on 
the whole, are treated with commendable ob- 
jectivity. Whenever Mr. Baykov’s present opin- 
ions on individual problems differ from those 
expressed by him in earlier publications, the 
reader is duly apprised. The author goes beyond 
a mere presentation of facts. Some of his com- 
ments on the specific functions of economic in- 
stitutions are very good indeed. The lucid ex- 
position of the functions performed by the turn- 
over tax is one of a number of examples. All this 
assures wide and profitable use of the study asa 
reference book by students of the Russian econ- 
omy. It must be regretted in this connection 
that the Index is a good deal less complete than 
should be the case with a book of this type. 

At the same time, the study aspires to be a 
great deal more than a mere reference book. 
Mr. Baykov calls his approach to his subject a 
“historical” one. The object of the study, he 
says, “‘is to give an analysis of the Soviet eco- 
nomic system as such, i.e., to give an account of 
the aims pursued, of the measures taken to at- 
tain these aims, of the results achieved as re- 
gards both the aims and the elaboration of basic 
principles on which the functioning of the Soviet 
system is founded” (p. xiii). In particular, he 
proposes to show how the development of each 
period conditioned the economic character of its 
successor. 

The reader will find little in the book to 
justify the hopes raised by this statement. 
There is the familiar treatment of such develop- 
ments as the transition from the period of War 
Communism to the period of New Economic 
Policy. Elements of historical analysis can be 
found with regard to the field of agriculture and 
agrarian policies. Essentially, however, the ap- 
proach is chronological rather than historical. 

Mr. Baykov makes occasional excursions in- 
to the field of more complex theoretical prob- 





268 


lems. What he has to say in this respect, as, for 
instance, about the meaning of the relation of 
prices and costs in the Russian industry (p. 
296), is hardly helpful. 

The book contains a fair amount of statistical 
information. Mr. Baykov states that, in his 
opinion, Russian statistics are no less reliable 
than those published in other countries. Indeed, 
many students of Russian statistics will agree 
that it is the Russian practice to withhold cer- 
tain statistical information rather than falsify it. 
Nevertheless, intelligent use of Russian statis- 
tics requires a good deal of information as to 
their meaning and consistency. Although the 
author, as the Introduction shows, is aware of 
the problem, most of the time he refrains from 
any elucidation in this respect. Thus, for in- 
stance, the reader is presented (p. 325) with a 
series of figures on grain production without 
being told that the figures before 1933 refer to 
“barn yields” and those after 1933 to “field 
yields” and that the adjustment made by the 
Soviets still leaves the post-1933 figures in- 
flated. On the other hand, when the author does 
analyze the statistical information, as in his 
comparison between the national income in con- 
stant prices and budgetary figures in current 
prices (p. 399), the statements made are quite 
misleading. It is, incidentally, in connection 
with figures of gross output of industry ex- 
pressed in prices of 1926-27 that Mr. Baykov’s 
otherwise excellent knowledge of Russian 
sources deserts him. His claim, twice repeated 
(pp. 165 and 284), that the Russians never re- 
vealed the principles on which the value of 
commodities not produced in 1926-27 was 
converted into the prices of that period is 
erroneous." 

The author does not attempt to present a 
global view of the Soviet economy. Data on na- 
tional income are used only incidentally in the 
study. No attempt is made to analyze them by 
source and use. If, as the present reviewer be- 
lieves, a good deal of future work on the Rus- 
sian economy in this country is likely to pivot 
around the concepts of national income and 
gross national product, the failure to present 


*Cf., eg., A. I. Rotstein, “Problemi otsenki 
productsii v tverdykh tsenakh [‘Problems of Evalua- 
tion of Output at Constant Prices’],” Zapiski 
Planovogo Instituta, Vol. 1: Gosplan SSSR (Lenin- 
grad, 1936), pp. 167-69; also Sh. Turetsky, “O 
khozyaystvennom raschete (‘On Economic Ac- 
counting’],” Planovoye Khozyaystvo, XVI, No. 1 
(1939), 125. 
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more than a few unrelated data with regard to 
these magnitudes will somewhat impair the 
usefulness of the book. 

The reviewer would not like to conclude his 
remarks without calling the reader’s attention 
to Mr. Baykov’s opinion on the relation be- 
tween foreign trade and planning in Russia. The 
author draws from his brief but informative de- 
scription of the Russian system of foreign trade 
the following inference: “It is no exaggeration to 
say that the planning of foreign trade proved to 
be more successful and technically more ade- 
quate than the planning of the home trade tum- 
over” (p. 273). This is a very interesting state- 
ment, in view of frequently expressed beliefs as 
to the basic difficulty of integrating foreign 
trade into the system of Russian planning. 
True, the author does not examine the diffi- 
culties experienced by Soviet Russia in the pe- 
riod of the great depression, when demand for 
Russia’s exports fell off sharply and the terms 
of trade turned against her. This development 
played havoc with the foreign-trade portion of 
the first five-year plan. Nor does the author 
point out that the total turnover of the coun- 
try’s foreign trade was reduced between 1930 
and 1938 from about 9.2 billion rubles to about 
2.8 billion rubles. It may be assumed that the 
smaller the volume of foreign trade, the easier 
its management. Nevertheless, Mr. Baykov’s 
opinion is altogether arguable. There is con- 
siderable evidence in the study testifying to a 
high degree of flexibility in the Russian system 
of planning. This flexibility, in conjunction with 
a relatively greater degree of centralization in 
foreign trade in comparison to internal trade, 
lends support to the author’s view. There is 
little reason to believe that the system of plan- 
ing in Russia might itself militate against par- 
ticipation in international trade on a large scale. 
Should such participation not materialize, rea- 
sons other than planning will be responsible. 

To sum up: Mr. Baylov’s careful and com- 
prehensive presentation of factual material will 
earn the gratitude of all those who are concerned 
with the problems of the Russian economy. 
Much of his interpretation of this material will 
be found helpful. At the same time, it must be 
stated regretfully that deeper historical insight 
and greater proficiency in the use of the tools of 
economic analysis would have greatly increased 
the significance of the study. 


ALEXANDER GERSCHENKRON 
Washington, D.C. 
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Die Schweiz als Kleinstaat in der Weltwirtschaft 
By SCHWIEZERISCHEN INSTITUT FUR AUSSEN- 
WIRTSCHAFTS- UND MARKTFORSCHUNG AN 
pER HANDELS-HOcHSCHULE ST. GALLEN. St. 
Gallen, Switzerland: Fehr’schen Buchhand- 
lung, 1945. Pp. xvi+362. Paper, Fr. 15; 
bound, Fr. 18. 


Switzerland has been an economic puzzle to 
many observers. How can a small country of 
four million people, not favored by waterways 
or special climatic conditions but suffering un- 
der scarcity of land, lack of essential raw mate- 
rials, and markets, accumulate great wealth and 
enjoy a high standard of living? The present 
book gives a partial answer to this question. 
Written by twenty-one contributors, it deals 
with four problems: Swiss commercial policies; 
the role of Switzerland in the world economy; 
the peculiar relationship between labor and 
capital in Swiss production; and the economic 
results in terms of the standard of living, living 
conditions, and social insurance of the Swiss 
people. 

The survey of Swiss commercial policies 
since the sixteenth century (90 pages) comes to 
three novel inferences: (1) Switzerland devel- 
oped neither an absolute dynasty nor an eco- 
nomic mercantilism. Its industries established 
themselves against the resistance of guilds and 
government. (2) Moreover, during the first half 
of the nineteenth century, Switzerland became 
the first country of free trade—not Great Brit- 
ain. (3) Finally, the protectionism of the eighties 
and the nineties was imposed by the great pow- 
ets upon Switzerland. Yet these inferences, it 
seems, are in need of some qualifications. Switz- 
erland could withstand the dominating French 
mercantilism because of the trade privileges re- 
ceived in return for the services of Swiss soldiers 
fighting for the French absolute kings. Switzer- 
land originated free trade, but the statement 
that Switzerland was the “model” for the Brit- 
ish free-trade policy seems unwarranted. The 
quoted report of Dr. Bowring to the British 
Parliament proves merely that the British knew 
of the Swiss experience. It does not tell us how 
much, if at all, the Swiss experience contributed 
to the change in British commercial policies. 
Protectionism was imposed only in part by for- 
tign powers. A substantial portion of it was 
“home made,” although it did not lead to the 
high tariff walls of other countries. The exten- 
sive Swiss system of bilateral trade and clearing 
agreements of the thirties is discussed very 


briefly. It seems that this experience is still too 
recent to be assessed critically. 

The Swiss pattern of foreign trade, described 
succinctly by Professor W. R. Rappard, corre- 
sponds to the one of Britain. The import surplus 
is paid for by returns from capital investments 
and services. Yet the interrelationship between 
the external and the internal sectors of the Swiss 
economy differs from the British. The Swiss 
level of employment is primarily determined by 
the jobs in the export and construction indus- 
tries. There is a positive correlation between 
total employment and the value of exports. Yet 
the peaks of employment follow those of ex- 
ports. This time lag proves, says Dr. Bohni, that 
exports determine the level of employment, al- 
though the Swiss yearly employment figures do 
not seem to be quite conclusive. Moreover, ex- 
ports fluctuate much more than does total 
employment. During the twenties and thirties 
the volume of residential construction moved 
countercyclically and thereby absorbed much 
of the shock of depressions. These originate in 
foreign countries but lose much of their force 
because the decline in the rates of interest and 
the relatively equal distribution of property 
favor residential construction at the right time. 
In spite of its great dependence upon foreign 
markets, Switzerland suffers less from depres- 
sions than do most other nations. 

Capital and labor are peculiarly combined in 
Swiss enterprises. Labor is the largest cost ele- 
ment for most industries. It is about 50 per cent 
of total cost in the more industrialized machine 
industry. This is the result of high wages, of 
much labor employed per unit of output, and of 
the relatively high degree of skill of Swiss labor- 
ers. In contrast, capital is plentiful, and interest 
is low, even for small firms. Yet the opportunity 
for large investments is small because there are 
very few large-scale plants. Most firms employ 
less than two hundred employees. Hence, labor 
is the relatively more expensive factor but is 
used more extensively than capital. Under these 
conditions, how can the Swiss export industry 
compete in foreign markets? 

The Swiss comparative advantage is the re- 
sult of three factors: (1) Exported products 
usually have a high quality and value but low 
weight; (2) the skill of laborers is fully utilized 
and brings returns to producers; (3) goods re- 
quire low cost of transportation and can be 
shipped to many markets in all parts of the 
world. Hence, special quality of products is the 
main advantage which is not limited by freight 
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cost. Moreover, capital is utilized to increase ex- 
ports. Foreign buyers receive liberal credits; ex- 
tensive loans are granted to prospective buyers; 
Swiss manufacturers have established many 
subsidiaries in foreign countries. Hence loans are 
a means of increasing sales and tend to stabilize 
demand for Swiss products. Finally, capital cost 
is low and the cost structure flexible. This en- 
ables Swiss producers to adjust themselves to 
the changing fashions of luxuries which consti- 
tute an important percentage in Swiss exports. 

Yet these advantages are continuously en- 
dangered by others. When quality products are 
produced less expensively by machines, Swiss 
producers have to shift to some other products. 
Most of their comparative advantage over 
American products, it is admitted, has already 
been lost. Where capital cost is high, as in the 
Swiss hotels, the fluctuations in the tourist busi- 
ness have caused great losses. Where there are 
many small firms, as in the Swiss watch and 
embroidery industries, the Swiss export organi- 
zation has been outmaneuvered by its competi- 
tors. Hence the Swiss government has been 
called upon to assume the losses of hotels, take 
over the risk of certain exports, impose a com- 
pulsory sales cartel upon the watch producers, 
and pay subsidies to some industries. These new 
measures, treated little in the book, have helped 
to strengthen the comparative advantage of 
Swiss producers. Yet, the many bilateral trade 
and clearing agreements, adopted during the 
thirties, have acted as a substitute for the earlier 
comparative advantages. The question facing 
Switzerland today is whether she can regain her 
original advantages or will have to continue her 
regulation of exports and imports. Obviously, 
the powers who will determine the peace of 
Europe, in effect, have it in their hands to de- 
cide which way Switzerland can turn. 


ARTHUR SCHWEITZER 
University of Wyoming 


World Rubber and Its Regulation. By K. E. 
Knorr. Stanford University, Calif.: Stan- 
ford University Press, 1945. Pp. x+26s. 
$3.00. 


This volume is one of the “Commodity Pol- 
icy Studies” prepared by expert scholars of the 
staff of the Food Research Institute of Stanford 
University. The purpose of Dr. Knorr’s study is 
to present a comprehensive, up-to-date analysis 
of the world rubber market. And, because con- 


trol arrangements of governments and entre. 
preneurs were of decisive significance in the 
crude-rubber trade, the volume centers on the 
analysis and appraisal of these market arrange- 
ments. As the authors of most similar studies do, 
Mr. Knorr evaluates pertinent facts and factors 
from the point of view of the “general public in- 
terest.” The author is not responsible for the 
fact that the social sciences have neither aspired 
to, nor succeeded in, developing a workable 
analysis of what the common interest of the hu- 
man community is. And what if a fair harmony 
of opinions should prevail in respect to balanced 
expansion, high-scale employment, higher liy- 
ing standards, and protection of natives? Even 
then, sharp controversies among nations might 
still arise over which of the available alternative 
market policies best serves the general public 
interest. However, the mosaic of articulate na- 
tional and private interests, as actually con- 
ceived by governments and entrepreneurs with 
reference to the crude-rubber market, is clearly 
indicated in the volume. 

The book is excellently organized. Facts and 
factors upon which conclusions are based are 
critically examined. The author’s judgment on 
the competition-monopoly issue is sound. He 
justifiably objects to restrictive practices which 
support high-cost producers by governmental 
pressure and ultimately result in smaller pro- 
duction and in an inequitable distribution of the 
social product. One of the most valuable sections 
of the volume is the analysis of the future rela- 
tion between the natural- and the synthetic- 
rubber markets. In 1946 the rubber consump- 
tion of the United States approximated go0,- 
ooo net tons, of which probably 300,000 tons 
was natural and 600,000 tons synthetic. The 
chapter on the economic characteristics of the 
international rubber market represents a model 
of original, intelligent research. 

The volume contains plenty of up-to-date 
statistical material. Postwar consumption and 
supplies, the outlook for a workable pattern of 
competition, major problems which the United 
States will have to face in her rubber policy, and 
future problems in respect to international reg- 
ulation are all well covered in concise sections. 
Future editions would be made even more valu- 
able if more data were included with reference 
to wages, wage differentials, and comparative 
labor conditions. The historical part of the work 
could be improved by a more detailed elabora- 
tion of the role played by national and interna- 
tional trade-associations in (and behind) the 
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operation of intergovernment rubber-control 
schemes. To what extent the American, British, 
and German consumer representatives on the 
board of the rubber-control scheme kept in 
touch with consumer interests of nonrepresented 
smaller countries would have been an interest- 
ing item to investigate. But these remarks show 
only the voluntary limitations which the author 
has adopted. 

Mr. Knorr’s study contains factual informa- 
tion and speculation such as we have not yet 
had in any language on the international rubber 
market. The exploration of the political impli- 
cations of intergovernmental co-operation on 
the rubber market is genuinely provocative. 
The proposals as to future policies have great 
merit. 

Ervin HEXNER 
University of North Carolina 


The Effects of Strategic Bombing on the German 
War Economy. By UNITED STATES STRATE- 
cic BomBING Survey. Washington, D.C.: 
Overall Economic Effects Division, 1945. Pp. 
ix+286. 


This volume summarizes the economic find- 
ings of a staff of more than twelve hundred, 


who, immediately after the German surrender, 
attempted to evaluate and analyze the achieve- 
ments of British and American strategic (as op- 
posed to tactical) air attacks.’ The possible mili- 
tary value of the survey for World War II was 
nullified by Japan’s unexpectedly early sur- 
render, and its applicability to future wars pre- 
sumably has been nullified by the atomic bomb. 
Whatever its military value, however, the re- 
port contains much that will interest econo- 
mists. 

Even the extraordinary economic upheavals 
of peacetime are small compared with those of 
war; war shivers the very timbers of an econ- 
omy. When the fundamental economic struc- 
ture of which we are ordinarily almost unaware 
is thus strained, economic analysis is subjected 
in the short run to tests at least as severe as it 
usually faces over long periods. The present 
volume, interesting and informative as it is, 
falls short of the broad scientific analysis that 
the problem requires. Undoubtedly, this reflects 


‘Economists will find the distinction between 
tactics and strategy illustrated interestingly in terms 
of their own subject in Marshall’s Principles (8th 


not limitations of the authors (in fact, the list 
of those primarily responsible for the report? 
includes an impressive number of competent 
economists) but limitations of the conditions 
under which the volume was produced. 

Implicit in much of the analysis there seems 
to be a sort of “Schweinfurt” approach, a belief 
that to kill an economy you hang it by a bottle- 
neck until dead. For example, the German war 
effort depends on machines, machines depend 
on ball bearings, ball bearings are mostly made 
in Schweinfurt, therefore if Schweinfurt is de- 
stroyed the German war effort will halt. (Ac- 
tually, as the report states on p. 12 in a passage 
reminiscent of Marshall’s principle of substitu- 
tion: “An energetic dispersal policy, however, 
made it possible for production to reach almost 
the preraid average in the next quarter of the 
year. In the meantime, careful use of stocks, 
substitution of plain bearings for antifriction 
bearings, and redesign of equipment to elimin- 
ate the previously luxurious use of bearings, en- 
abled the Germans to prevent the fall in bearing 
production from affecting the output of finished 
munitions.””) The effect of an attack, according 
to this view, is measured by establishing the pre- 
attack production, projecting it into the post- 
attack period (either empirically or in the light 
of production plans and their previous relation 
to output), and subtracting actual production 
after the attack. 

The survey discovered, however, that even a 
successful attack typically caused only a brief 
decline in output of the immediate product and 
no perceptible decline in output of final prod- 
ucts and that sometimes output actually in- 
creased faster after an attack than before. (The 
latter was most conspicuous in the case of the 
great attacks on fighter-plane factories of Febru- 
ary 20-25, 1944. March output of fighters was 
48 per cent above February, and, by September, 
fighter output was more than three times as 
great as in February.) In fact, an index of total 
armament production rose fairly steadily until 
July, 1944, when it was more than three times as 
high as at the beginning of 1942; thereafter it 
dropped abruptly and by March, 1945, the last 
month for which data are available, was less 
than half its peak, though about the same as in 
mid-1942, just prior to the first U.S.A.A.F. 


2J. Kenneth Galbraith, director, Burton H. 
Klein, assistant director, Paul Baran, James P. 
Cavin, Edward F. Denison, Samuel J. Dennis, 
Thomas Dennis, G. Griffith Johnson, Jr., Nicholas 
Kaldor, James W. McNally, and Roderick H. Riley. 
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operations. And in no instance is it possible to 
point to any specific scarcity as having directly 
limited military operations, with the possible 
exceptions of petroleum products and transpor- 
tation after the summer of 1944, when the gen- 
eral economic collapse retarded recovery from 
the heavy attacks of June, July, and August. 
It may well be, as the authors suggest (p. 
38), that, on the whole, strategic bombing had 
consequences opposite to those intended and 
actually aided the intensification of Germany’s 
war effort. Nevertheless, the fact that the sur- 
vey, although describing a good deal of destruc- 
tion caused by air attacks, has been unable to 
ascribe any specific military failure directly to 
strategic bombing does not necessarily indicate 
that strategic bombing was ineffectual. 
Perhaps the most significant measures pre- 
sented are those concerning repair, dispersal, 
and defense activities attributable to strategic 
bombing. In the third quarter of 1944 these ac- 
tivities are estimated to have tied up about 20 
per cent of the nonagricultural labor force (p. 
41). Acute scarcities were rapidly converted 
into indistinguishable parts of the general scar- 
city by vigorous repair programs which drew re- 
sources from elsewhere; recurrence of such acute 
scarcities was prevented by dispersal and by 
bombproof constructions, both of which utilized 
resources that could have been applied to other 
war activities; and a substantial amount of re- 
sources was engaged in producing and operating 
antiaircraft guns, fighter planes, and other de- 
fenses. Destruction of equipment not needed for 
war purposes, on the other hand, did not result 
in such repair or defense measures, hence did not 
contribute to the general scarcity. Thus, each 
industry was prevented from becoming for long 
a serious bottleneck, and analysis of any one 
industry leads to the conclusion that, if there 
were limiting factors in the German war effort, 
they lay elsewhere; and when the economy col- 
lapsed in late 1944, as when it collapsed in 1918, 
it followed the pattern of the one-horse shay 
(now popularly known as a “chain-reaction”’). 
One of the interesting sidelights of the report 
is its indication that the German war economy 
was characterized by inefficiency, repeated mis- 
calculation, lack of co-ordination, personal 
feuds, general confusion, and political inability 
to carry out drastic measures. In this connec- 
tion, much is made of the point that the Ger- 
mans armed economically only in width (pro- 
ducing war materials) but not in depth (expand- 
ing capacity in basic materials); the comments 


on this point are particularly significant, since 
several of the authors participated in a vigorous 
controversy over a similar issue in this country 
in 1940-41. Another interesting sidelight is the 
occasional reference, by implication at least, to 
differences between the British and the Ameri- 
cans, particularly with regard to area versus 
“precision” bombing and with regard to eco- 
nomic intelligence. Still another interesting side- 
light is the comparison of German mobilization 
and output of armaments with those of Great 
Britain; the comparison indicates that Great 
Britain was more fully mobilized and equaled or 
exceeded German rates of output for many im- 
portant items far earlier than was believed at the 
time. 

The subject of this volume is fascinating; the 
style is timely, lively, and fortunate; and the 
statistical data are fairly comprehensive; but as 
serious economic analysis, scarcely more can be 
said than that it is at points suggestive. 


W. ALLEN WALLIS 
University of Chicago 


Essays on Government. By ERNEST BARKER. 
New York: Oxford University Press, 1945. 
Pp. vii+269. $4.25. 

In these eight essays an eminent political 
scientist selects “the best” of his shorter works: 
“British Constitutional Monarchy,” “British 
Statesmen,” “The Parliamentary System of 
Government,” “The Government of the French 
Republic,” “Blackstone and the British Consti- 
tution,” “Burke and His Bristol Constituency,” 
“Burke on the French Revolution,” and “The 
Community and the Church.” Except for the 
papers on Burke (1931), all are products of the 
last decade. All are contributions to English lit- 
erature as well as to that of political science. 

What is the “unity of viewpoint and subject 
matter” which Barker asserts for his selections? 
The most important link uniting the several 
essays lies in their service to the thesis which 
Barker elaborated in his Reflections on Govern- 
ment (1942). A developed political community 
manifests itself, inter alia, in a known law and 4 
judicial process, an accountable and effective 
administration, and in a scientific method for 
the democratic resolution of political issues. 
Such characteristics produce governmental sys- 
tems capable of supporting and protecting, 
without monopolizing, the many-faceted indi- 
vidual and communal human life. 








since 


orous 
intry 
S the 
st, to 
meri- 


side- 
ation 
reat 
Treat 
ad or 


t the 


it as 
n be 


LLIS 


ive 


di- 








BOOK REVIEWS 273 


Granting that their significance is by no 
means thus exhausted, all eight essays can be 
interpreted as further clarifying Barker’s ideas 
about such systems of government and their role 
in society. In analyzing the parliamentary sys- 
tem, he perceives four essentials of the scien- 
tific method of democratic policy formation: the 
electorate, national parties (“each reflecting 
some general trend of thought pervading all the 
society”), parliament, and cabinet. The con- 
tinuing reciprocal effect of the four is crucial. 
Each must fully perform its function, yet none 
must fulfil its inevitable tendency to monopolize 
the process. Has Barker sinned by refining be- 
yond all reality the principles of the British con- 
stitution and then attempting their universal 
application? I think not. The tendency toward 
monopoly or “‘institutionalism’”’ is illustrated by 
the parliament in the French system (fourth 
essay). A similar examination of the United 
States would disclose “institutionalism” now in 
the Congress, now in the executive. Nor does 
Barker claim more for Britain than the emer- 
gence of democratic forms. The spirit is still il- 
lusive, and the task is one of continuous en- 
deavor rather than of final accomplishment. 

Those who, according to their lights, have 
participated in the endeavor are discussed in 
“British Statesmen.” Services as heads of minis- 
tries, as against periods of influence, have been 
short—a “general maximum of seven years, and 
an average of five, would appear to be the span 
of a British statesman.” Granting the need for 
long reaches of time in the maturation of high 
policy, Barker warns that “it is easy to exag- 
gerate the value of the continuous influence of a 
single personality in the field of constructive 
creation.” What matters is that conditions en- 
courage the emergence of a series of creative and 
responsible statesmen; and it logically follows 
that “British statesmanship has proceeded not 
from genius of the first order, which has a 
solitary faculty, but from the splendid second 
rate, which can co-operate readily with its like.” 

In Barker’s treatment of Blackstone one 
finds full appreciation for his contribution to the 
legal aspects of British constitutionalism com- 
bined with firm criticism of his denigration of 
Statutory innovation upon the self-perfecting 
edifice of the common law. If Blackstone is of 
little help in clothing the hurly-burly of demo- 
cratic politics with constitutional forms so that 
the process of policy formation may become 
Scientific, this statement is not true of Burke. 
Barker sets Burke’s monumental theories of 


party and of representation in perspective as 
the developed thought of a man who was an 
assiduous party politician and a successful rep- 
resentative. Quarried out of the facts of political 
life, Burke’s theories have a quality of tough- 
ness as a result of which the British constitu- 
tion itself is the stronger. 

Barker appreciates the toughness and poten- 
tial utility of governmental forms. His essays 
help tilt the scale against the acceptance of 
Pope’s famous sneer against governmental 
forms in favor of the sovereign efficacy of ad- 
ministration. 

CHARLES M. HARDIN 


University of Chicago 


Pessimism in Planning: Being an Essay on the 
Bottlenecks of an Economic Plan for India in 
Her Present Institutional Setting and World 
Position. By A. N. AGARWALA. Allahabad, 
India: Kitab-Mahal, 1944. Pp. 320. Rs. 5.12. 


Social Insurance Planning in India. By A. N. 
AGARWALA. Allahabad, India: Dikshit Press, 
1944. Pp. iv+218. ros. 


A realistic thinker in regional economics, 
Agarwala presents an admirable essay on the 
postwar economic planning of India in his book 
Pessimism in Planning. In contrast with the 
current trend, the author has boldly questioned 
the workability of a full-fledged national eco- 
nomic plan without certain essential pre- 
requisites. The activities of the Department of 
Planning and Reconstruction of the govern- 
ment of India, under the direction of Sir 
Ardeshir Dalal, have by no means been vigorous 
and not much is generally known as to the de- 
partment’s actual accomplishments. Also, there 
are doubts in the minds of economists and pub- 
lic officials as to whether the so-called “Bombay 
Plan,” drawn up by eight leading industrialists 
of India, can have much practical applicability 
under the present political and economic sys- 
tems. Certain basic political and economic pre- 
requisites are lacking which make the introduc- 
tion of a radical and over-all plan impracticable. 
In the book under review, Agarwala surveys the 
political, economic, statistical, social, religious, 
and psychological factors involved in the Na- 
tional Economic Plan for India. 

Although without the date of publication, 
the book was obviously written sometime dur- 
ing 1945. Sweeping and far-reaching political 
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changes have taken place in India in the mean- 
time, culminating in the formation of the In- 
terim National Government at the Center, un- 
der the leadership of the Indian National Con- 
gress party. If the Interim National Govern- 
ment can operate with success and if a com- 
pletely independent sovereign state emerges out 
of it, many of the presumptions of Agarwala will 
be rendered invalid. Nevertheless, Pessimism in 
Planning is a stimulating and practical contri- 
bution to the literature of National Economic 
Planning of India and will be read with inter- 
est. 

Social insurance was not given much atten- 
tion in India until the appointment of the Labor 
Investigation Committee by the government of 
India, early in 1944. The need for it, however, 
had long been felt by the people. Literature on 
the problem of social insurance in India is rather 
meager, and Social Insurance Planning in India 
is probably one of the first complete contribu- 
tions to the subject. In this comprehensive vol- 
ume the author analyzes the historical, ac- 
tuarial, financial, economic, administrative, and 
various other aspects of the problem. That the 
author is not an “easy-chair economist” is again 
proved by his practical treatment of the sub- 
ject. His realistic approach is clearly evident 
when he writes, “The Beveridge Plan, Marsh 
Plan, New Zealand Social Security Act, Wag- 
ner-Murray-Dingell Bill, and South Africa So- 
cial Security Plan—all have much that is 
precious and valuable and requires close atten- 
tion. Moreover, India is not a country that has 
faithful likeness to the Western nations, though 
she has greater resemblance to some of the 
Latin-American countries; and what has been a 
fact with regard to the industrial nations of the 
West cannot be entirely accepted by us without 
careful examination and thought.” The book is 
strongly recommended, especially to the na- 
tional planning authorities in India. 


SuPRAKASH GHOSH 
Washington, D.C. 


Food or Famine: The Challenge of Erosion. By 
Warp SHEPARD. New York: Macmillan 
Co., 1945. Pp. x +225. $3.00. 

The story of the destruction of the earth’s 
protective cover following the disturbance of the 
native grasslands and forests has been told over 
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and over again, and with increasing rhetoric, 
To some extent Shepard’s book might be con- 
sidered “‘the story told once more,” but in it he 
goes beyond a mere description of the damage 
done and the ultimate effect on the human race 
and proposes a comprehensive corrective plan in 
the co-ordination of all efforts of man, physical, 
economic, and social, into “land-management 
district” activity. The land-management dis- 
trict would be a unit of operation covering farm, 
grassland, and forests of an entire watershed, 
where conservation machinery could be set up 
providing for both upstream and downstream 
engineering works to conserve the soil most 
effectively. Such a district would be a legal 
entity, democratically organized and controlled, 
and would be the “unit” of agricultural admin- 
istration not only in conservation but in credit, 
production controls, adult education, and other 
aspects of agriculture in which public authori- 
ties co-operate with farmers. 

The idea of the land-management district 
appears to have been conceived by the organiza- 
tion and work of the Soil Conservation Service, 
which apparently would be absorbed in that of 
the land-management district and its functions 
extended to cover not only parts of farms but 
whole farms and groups of farms within the 
same watershed. The technical direction would 
include far more than field management to pre- 
vent soil erosion. Advice and direction in the 
operation of the whole farm and in the activities 
of the several farms comprising the district are 
advocated to the end that, through group ac- 
tion, an abundant supply of food and a per- 
manently prosperous agriculture may be as- 
sured. 

While the organization and operation of the 
district would be carried out co-operatively, 
democratic processes prevailing at every step, 
the author advocates that the over-all planning, 
co-ordinating, and executive direction be vested 
in a semigovernment corporation modeled after 
the Tennessee Valley Authority. 

Throughout the book it is quite evident that 
the author is more a student of nature than a 
student of human activities. The somewhat the- 
oretical explanation of the laws of nature as @ 
systematic whole and of the problems created 
by human interference is fascinating. But, ex- 
tended into an exposition of a program for co- 
operative human action to deal with such prob- 
lems, this philosophical framework leads to some 
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confusion in thinking and raises doubts in the 
reader’s mind as to the practicability of the plan 
advocated. 

C. C. SPENCE 
University of Alberta 


Marketing Farm Products. By Grorrrey S. 
SHEPHERD. Ames, Iowa: Iowa State College 
Press, 1946. Pp. x+445. $4.25. 


This book is the first of what will probably be 
a completely new set of textbooks on the mar- 
keting of farm products. Striking changes have 
taken place during the last two decades in the 
assembling, processing, packaging, transport- 
ing, and distributing of farm products, as well as 
in market organization. Hence, new textbooks 
are needed to acquaint students with these 
changes, with the underlying forces bringing 
them about, and with their impacts on farmers, 
consumers, and the trade. Shepherd’s book deals 
with many of these changes and gives a better 
setting for their discussion than do older books. 
It should be no reflection upon the author to 
say, at the outset, that he does not cover ade- 
quately all aspects of food marketing. Probably 
no single book will suffice in this field. In fact, 
there is an increasing number of books dealing 
with the marketing of single commodities, such 
as livestock, cotton, and milk. On fluid milk 
alone, excluding manufactured dairy products, 
at least three books have already been pub- 
lished. 

Shepherd divides his book into four parts, the 
titles of which are somewhat descriptive of the 
general content of the book. These are as fol- 
lows: (1) “The Physical Production and Dis- 
tributive Plant”; (2) “Meeting Fluctuations in 
Market Prices”; (3) “Reducing the Costs of 
Marketing”; and (4) Appendix, which is a group 
of unrelated chapters but is otherwise a con- 
tinuation of the main body of the text. 

The first part of the book is in the nature of 
background information—three chapters deal- 
ing with geographical specialization, demand, 
and supply. These are short but excellent discus- 
sions. The next three chapters describe the mar- 
keting system, the pricing process, and market- 
ing information. 

It would appear that the author considers the 
two principal problems in the marketing of farm 
products to be (1) meeting fluctuations in mar- 
keting prices and (2) reducing costs of market- 


ing, since he devotes 75 per cent of his book to 
these topics. Of these two sections, the reviewer 
is of the opinion that the one concerned with 
market prices is much the better developed and 
more adequately handled. 

About 200 of the 445 pages are included in 
the section entitled “Reducing the Costs of 
Marketing.” Actually, six of the nine chapters 
in this section describe commodity marketing 
and only incidentally treat cost reduction. 
These chapters appear to be misnamed. Three 
chapters deal with interstate marketing costs, 
co-operation, and retail distribution. 

If one is looking for a blueprint on reducing 
marketing costs, he is likely to be somewhat dis- 
appointed in this book, even though the author 
attempts to be specific in his recommendations. 
The book is likely to be more helpful in pointing 
to the areas or services in which costs might be 
reduced than in describing specific measures 
which might be adopted. Even where definite 
recommendations are made, their adaptation 
will undoubtedly require further study. 

In some chapters there clearly is a dispropor- 
tionate amount of attention given to certain 
aspects of marketing to the near exclusion of 
others. For example, in the chapter on “Reduc- 
ing Grain Marketing Costs,” the author uses 
18 of the 26 pages to describe grain storage, al- 
though other phases of grain marketing appear 
of equal or greater importance. Likewise, a full 
chapter is used to describe butter marketing and 
another deals with fluid-milk marketing, but no 
attention is given to the marketing of other 
dairy products, such as evaporated milk, ice 
cream, and cheese. 

On a flyleaf of the book is a quotation from a 
report of the Food and Agriculture Organiza- 
tion, the leading sentence of which is the follow- 
ing: “Marketing is the crux of the whole food 
and agricultural problem.” Since the author of 
this text is devoting approximately 40 per cent 
of his space to reduction of marketing costs it 
might be implied that he considers the reduction 
of marketing costs not only the main problem in 
the marketing of food but the main considera- 
tion in the “whole food and agriculture prob- 
lem.” However, the reader is somewhat puzzled 
when he finds in the latter part of the book 
(p. 423) the following statement: “Generally 
speaking, an efficient system of marketing has 
been developed, but there is and always will be 
room for improvement.” One might well ask 
if this means that no major problem exists. 
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The book is well written and readable; and 
despite its shortcomings is distinctly a con- 
tribution to the literature in this field. 


R. K. FROKER 
Madison, Wisconsin 


Taxation and Fiscal Policy. By Soctat AND 
Economic PLANNING CouNnciL UNION OF 
Soutn Arrica. (Report No. 7.) Pretoria: 
Social and Economic Planning Council, 
1945. Pp. ii+74. 8s. 6d. 


This study is a “general inquiry into the 
fiscal system of the Union” of South Africa. 
Beginning with “a description, in broad outline, 
of the present system of public finance in the 
union,” it proceeds to develop a set of “norms” 
(canons) of good taxation, to review the prin- 
cipal existing taxes in the light of these norms, 
to consider the tax system as a whole, and to 
summarize recommendations and conclusions. 
Quantitative data are presented, and there is 
some discussion of tax theory, including in- 
cidence. While main attention is given to na- 
tional taxes, provincial and municipal levies are 
also covered. Numerous sources, domestic and 
foreign, are used and documented. 

The report deplores the “massive poverty of 
the Union” and sets maximization of national 
income as an important goal of tax policy. The 
alleviation of extreme inequalities, cyclical sta- 
bility, and some of the more traditional canons, 
such as adequacy and impartiality, are also 
stressed. The term “ability to pay” is con- 
spicuously absent. 

The council favors a large role for income 
and death taxes and dislikes excises and tariffs. 
Manipulation of income tax rates to counteract 
depressions is supported and the new budgetary 
techniques developed in Sweden are advocated. 
The stress given the income tax for the tax sys- 
tem of a “poor” country is especially note- 
worthy. 

Much the most useful part of the report, at 
least for students outside the Union, deals with 
existing and recommended techniques of income 
taxation. First and major attention is given to 
the extremely difficult problem of integrating 
corporate and personal taxes. Under present 
practice, corporations are divided into two 
groups, private and public. The former are 
treated like partnerships, and the latter pay 
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both a corporate tax slightly above the normal 
personal taxes from which dividends are exempt 
and an undistributed profits tax. Twenty per 
cent of profits may be retained without penalty. 

The council’s principal criticism of this pres- 
ent arrangement is that it results in discrimina- 
tion against private companies. They recom- 
mend extending to these concerns the privilege 
of reinvesting 20 per cent of their income free of 
personal tax and subject only to the same cor- 
porate tax that applies to public companies. 
Recognition is given to the relationship be- 
tween capital gains and undistributed profits, 
The council is divided on the issue of including 
capital gains in the personal income tax base 
but the report leans in that direction, suggesting 
that with such gains taxable, the levy on undis- 
tributed profits should be abandoned. 

As to other income tax issues, it is recom- 
mended that progression be applied through a 
bracket system rather than by totality as now; 
that imputed income from owner-occupied 
houses be taxed; that current collection and col- 
lection at the source be inaugurated; and that 
more liberal allowances for depreciation and re- 
search expense be granted. Averaging should be 
attempted if and when capital gains are made 
subject to tax. 

For death taxation the council recommends 
an integrated gift and estate tax. Bolder still, it 
recommends that the succession duty be in- 
tegrated with the income tax. Inheritances 
would be treated as capital gains and added to 
the income of heirs. However, this latter recom- 
mendation must wait until capital gains are 
taxable as income. 

No complaint is registered against provincial 
income taxes, presently levied as percentages of 
the national tax and collected for the provinces 
by the national government. Local rates are 
criticized, but “it is difficult to conceive of a 
workable tax which could be imposed success- 
fully by local authorities which would not be in 
some degree inequitable.” 

Incentive taxation proposals are rejected 
with the observation that “it is probably safer 
to rely on a well-balanced system of permanent 
taxes.” 

The report impresses the reviewer as an en- 
lightened document and one of the best of its 
kind. Most of the exposition is excellent, though 
one misses a clear definition of the dividing line 
between private and public companies. The 
theoretical discussion is, necessarily perhaps, 
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sketchy in spots. The relevancy of nearly all the 
argument and recommendations to our own tax 
problems is striking. 


HAROLD M. GROVES 
University of Wisconsin 


Hugh Peters: A Study in Puritanism. By J. 
Max Patrick. (“University of Buffalo 
Studies,” Vol. XVII, No. 4.) Buffalo, New 
York: University of Buffalo Press, 1946. 
Pp. 70. $0.50. 

The career of Hugh Peters, one of the found- 
ing fathers of Harvard University in America 
and a major Puritan propagandist during the 
Civil War in England, has never been given ade- 
quate attention by historians. He was one of the 
more significant personalities of the period, who 
“aimed at a good mark”—the advancement of 
morality, religion, justice, and economic well- 
being. He is usually remembered for his stormy 
preaching and advocacy of religious toleration, 
but his more interesting proposals for legal, so- 
cial, and economic reform have been largely 
ignored. 

Peters’ radicalism, born of his doctrine of 
active godliness, his profound sympathy with 
the cause of the poor and oppressed, and his con- 
viction that, fundamentally, life is simple and 
all complexities are erroneous and misleading, is 
indicated by the varied character of his pro- 
posed reforms. For the poor and helpless, he ad- 
vocated among other things a state loan fund, 
widow’s pensions, and, when necessary, employ- 
ment provided by the state. He urged the aboli- 
tion of entail and primogeniture and the grant- 
ing of equal property rights to women. He pro- 
posed a single, unified system of taxation, 
“based on rent, estate, trade, handicraft, and 
income,” with certain exemptions to the poor 
and the married, and supplemented by a special 
tax on luxuries. Experimentation in new indus- 
trial and agricultural methods and techniques 
he felt should be encouraged, with liberal state 
awards to be given to successful innovators and 
inventors. He suggested various ways by which 
natural resources could be conserved and devel- 
oped. To stimulate commerce he suggested the 
establishment of deposit banks, paper credits, 
and a central clearing-house, as well as provid- 

. ng shipping insurance, public quays and ware- 

houses, paved streets, and fire-fighting equip- 

ment. Provision should be made, he asserted, for 
the registration of wills, deeds, and contracts. 
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The purpose of laws, he thought, was “that men 
may be as good as they can, but not so bad as 
they would,” and to this end the laws ought to 
be simplified, so that they do not impose unnec- 
essary restrictions. Furthermore, they should be 
put into English, so that they might be under- 
stood by all. Recourse should be had to public 
“‘peace-makers” or “friend-makers”’ before an 
appeal is made to the courts, and in all judg- 
ments greater dependence should be placed 
upon equity than upon precedents. 

The present study provides a dependable 
outline of the details of Peters’ life and brief dis- 
cussions of the major areas of his thought and 
activity. Particularly welcome is the careful 
evaluation of the aspersions cast upon his char- 
acter by his royalist opponents. Patrick finds 
him neither mad nor dissolute, but sane and 
eminently respectable. While overly zealous at 
times, as he himself confessed, Peters was funda- 
mentaily tolerant; an advocate of friendly dis- 
cussion, he was devoted to the task of reconcilia- 
tion. 

It is to be hoped that the author of this brief 
biography will produce a more elaborate work in 
the future, which will relate Peters more ade- 
quately to his contemporaries and examine at 
greater length his social and economic thought. 
In such a study the influence of Peters upon 
other contemporary proposals for social reform, 
especially upon Gerrard Winstanley, the Dig- 
ger, should be explored. Another interesting and 
important question would be: How far did 
Peters move in the direction of the “Antinom- 
ianism” of the men surrounding Cromwell? Un- 
less he did move in that direction, the use of 
George Sikes’ The Book of Nature Epitomized as 
representing Peters’ philosophic position can 
scarcely be justified, for Sikes was an ardent dis- 
ciple of the younger Vane. It is entirely possible, 
of course, that Peters did actually become more 
friendly to the principles of Anne Hutchinson 
after his return to England, and this would help 
explain the tolerance which replaced the earlier 
intolerance he displayed in New England. Pat- 
rick goes astray when he attempts to harmonize 
Peters’ earlier and later attitudes toward reli- 
gious diversity on the basis of the differing con- 
ditions in England and New England. A change 
in his thinking had actually occurred, for in his 
later years he condemned the intolerance of the 
New England divines. 

Wintsrop S. Hupson 
University of Chicago 
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